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PREFACE 


This Committee was established pursuant to a decision at a meeting of 
the Prime Ministers and Premiers of the Provinces of Canada in August 1966, 
which adopted a recommendation of the Canadian Securities Administrators made 
during a conference in October 1965. The Committee was organized at a Federal- 
Provincial Conference of Officials on Financial Disclosure and Securities Regu- 
lation in November 1966, when the federal government agreed to participate to- 
gether with the provincial governments. The Committee is thus in the unusual 
and perhaps unique position of a body with a responsibility to make recommenda- 
tions to all eleven jurisdictions concerning the legislation and regulations 


applicable to certain financial institutions. 


The willingness of the eleven jurisdictions to join in the sponsorship 
of this Committee is an excellent indication both of the national interest in 
the mutual fund and investment contract industries and of the increasing ten- 
dency towards co-operation among the provinces and between the provinces and 
the federal government in the regulation of all our financial institutions. 
Each of these points is further confirmed by the content of this report. Our 
factual conclusions provide ample confirmation that the mutual fund and invest- 
ment contract industries transcend provincial boundaries, and the regulatory 
structure we propose is an excellent example of the reasons why federal-provin- 
cial co-operation in the regulation of financial institutions is not only desi- 


rable, but essential. 
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In part because of the nature of the organization of this Committee, we 
decided that it was important for us to make our recommendations sufficiently 
specific that they could be readily implemented through legislation and regula- 
tions. While, for reasons indicated in Chapter XIX the recommendations do not 
deal in detail with the allocation of responsibilities between the provincial 
governments and the federal government, they are very specific concerning the 
contents of the regulatory scheme we propose. The time required to formulate 
a detailed scheme was one of the principal factors which has resulted in delay 


in the completion of this report. 


The creation of this Committee was the result of a number of factors. 
Most of them related to the spectacular growth of mutual funds, a term used 
here, as throughout this report, to refer to the companies often described as 
open-end investment companies. The growth of the mutual fund industry, com- 
bined with the important changes in investment attitudes indicated by that 
growth, aroused great interest. From a regulatory standpoint, the interest was 
accentuated by awareness that mutual funds were subject to a variety of legis- 
lation, most. of it not specifically tailored for them and much of it) ditticiie 
to apply to them. There was also concern with the lack of regulatory provisions 
designed to deal with problems involved in the increasing tendency of other fi- 
nancial institutions to issue instruments competitive with those issued by mu- 
tual funds. The investment contract industry was included within the scope of 


the study for reasons indicated in the introductory note to the report. 


Another. factor which encouraged the creation of this Committee was the 
publication in March 1965 of the report of the Attorney-General's Committee on 
Securities Legislation in, Ontario. » Appendix "'D" ito thatereporteindicatedsiiiag 
a number of submissions concerning mutual funds had been received, but concluded 
that an adequate study of mutual funds would have to extend to other financial 
institutions issuing similar or competitive instruments. A separate study for 


this purpose was recommended. 


Mr. J.R. Kimber, Q.C. was the Chairman of this Committee at the begin- 
ning of our work. He resigned from the Committee in June 1967 following his 


appointment as President of the Toronto Stock Exchange. We are grateful to 
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Mr. Kimber for his efforts on our behalf in the formative stages of the Com- 
mittee. The only other change in the membership of the Committee during the 
course of its work was the resignation of Mr. F.C. Tapley following his 
appointment as Director of the Manitoba Securities Commission. Mr. Tapley made 
a valuable contribution to the Committee's discussions. We regretted the de- 


partures from the Committee both of Mr. Kimber and of Mr. Tapley. 


Mr. Kimber was replaced as Chairman of the Committee by Mr. G. E. 
Grundy, F.C.A., Superintendent of Insurance of Ontario and a member of the 
Ontario Securities Commission. Members of the Committee are Messrs. Louis de 
B. Gravel, Q.C., Director of the Legal Branch, Secretariat of the Province, 
Province of Quebec; W.S. Irwin, Superintendent of Brokers, British Columbia 
Securities Commission; Marc Lalonde, Q.C., Principal Secretary to the Prime 
Minister of Canada; K.P. Lawton, Q.C,, Departmental Legal Adviser to the 
Department of the Provincial Secretary, Province of New Brunswick; and G.H. 


mosey, Q7Ci, Chainmansof ‘AlbertalSecurities Commission, 


We recognized from the outset of our work that its successful comple- 
Gion required the collection of extensive and accurate information concerning 
the mutual fund and investment contract industries. "Information" is here used 
in a broad sense; we regarded the advice and opinions of experienced partici- 
pants in the industries concerned as of importance at least equal to statisti- 
cal information. We decided not to hold public hearings because we believed 
that greater benefit could be obtained from the submission of written briefs, 
from personal interviews and meetings, and from replies to questionnaires. This 
decision was supported by members of the mutual fund and investment contract 
industries with whom we discussed it, particularly since many of them were 
concerned that the publicity which would result from public hearings might 


adversely affect their operations. 


In accordance with our decision to seek out those affected by our 
work rather than ask them to attend public hearings, we published a press re- 
lease and wrote about 250 letters requesting the submission of briefs. A large 


number of submissions were received, many of them in letter form and many of 


them confidential. In Appendix "F" we list the organizations which prepared 

the more extensive formal briefs, but we are equally indebted to the many 
others which commented in different ways on the matters before us. The most 
detailed brief was that of the Canadian Mutual Funds Association, which re- 
tained a research staff to prepare an extensive survey of the mutual fund 
industry. Unfortunately the final document was not received until the prepara- 
tion of this report was almost complete. Quotations in the report are therefore 
taken from earlier drafts of papers in the C.M.F.A. brief, copies of which 

were given to us prior to the completion of the entire document. This accounts 
for the lack in the report of references to the page numbers in the brief at 


which the quotations appear. 


We and our staff have had a very large number of meetings with repre- 
sentatives of banks, life insurance companies, mutual funds and trust companies 
across Canada and in the United States. We have benefited greatly from these 
meetings. Many were devoted to detailed reviews of questionnaires which we dis- 
tributed to mutual funds and investment contract companies to obtain extensive 
information concerning their operations. Almost all recipients of these ques- 
tionnaires prepared detailed replies; the single major exception is noted 
below. The information contained in the replies was supplemented by further 


extensive personal interviews. 


Throughout our work a very high degree of co-operation has been extend- 
ed to us not only by the mutual fund and investment contract companies, but 
by every organization with which we had occasion to deal. We do not 
believe the absence of public hearings has in any way inhibited the comments 
made to us. Without the unstinting co-operation of the organizations concerned, 
our work would have been much more difficult. The Canadian Mutual Funds Asso- 
ciation and its staff made a particularly valuable contribution on behalf of 


its members. 


To encourage freedom of communication we made representations to those 
from whom we obtained information that the confidentiality of non-public 
material would be respected, except to the extent necessary for the preparation 
of this report. Those representations assisted in the collection of data, 
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although they have limited the extent to which we could publish the information 
so collected. We have, however, been careful not to rely on a statement criti- 
cal of an individual or group without endeavouring to obtain the relevant facts 


from the individual or group concerned. 


Late in the course of our work problems arose involving a financial 
complex with headquarters in Vancouver. This complex includes two mutual funds, 
Diversified Income Shares Series A and Series B as well as an investment con- 
tract company, Commonwealth Savings Plan Ltd. These mutual funds and the in- 
vestment contract company were the only large Canadian organizations which 
had refused to reply to questionnaires distributed by us. The Committee lacked 
powers of compulsion, and our efforts to obtain information concerning this 
group had been completely unsuccessful. Companies in the complex encountered 
severe financial problems, extending in some cases to bankruptcy or receiver- 
ship. While we have not attempted to assess fault in this. incident, we have 
followed developments with interest to ascertain what light they cast on mat- 


ters being considered by us. 


We have made extensive use throughout our studies of the legislative 
and the administrative experience in the United States, and have drawn on it 
in the formulation of many of our recommendations. Of particular importance is 
the Investment Company Act of 1940 (1940 Act), a federal statute which applies 
to mutual funds and investment contract companies as well as to other types of 
investment companies. Frequent-references are madé in the report to that Act 
and to the experience under it as indicated by our studies and by reports pub- 
lished by or under the authority of the Securities and Exchange Commission. 
The most important such study, published in 1966, was the Report on Public 


Policy Implications of Investment Company Growth. 


We have been conscious of the fact that the 1910 Act contains provi- 
sions which have a major substantive impact on the internal operations of in- 
vestment companies in the United States. The scope of these provisions is so 
wide as to make it of crucial importance to ensure that they are properly 
applicable in the Canadian economic and political environment before recom- 
mending their adoption here. Our analysis led to some recommendations which 
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differ fundamentally from the comparable 1940 Act provisions, and to a number 
of other recommendations which differ in detail. Complete explanations of the 
differences would require a considerable amount of space. Largely for this res- 
son, we make reference in this report to the provisions of the 1940 Act and 

of other foreign legislation only where helpful to explain or illustrate our 


recommendations. 


During the course of our studies we had the assistance of many persons 
without whose help these studies would not have been possible. Members of our 
staff made-a major contribution both in the administrative activities, sandaan 
the formulation of policy on problems being considered by us. We were also 
assisted by consultants who were retained to undertake research on specific 
projects of special importance to our work. The number of those who helped in 
one capacity or another in the preparation of our report has prevented us from 
mentioning them all in the preface. Their names and a brief description of 


their work are given in Appendix "A", 


The work of our staff and consultants was directed and co-ordinated by 
a few key individuals who deserve a spécialmmention, here... Mr. buchygleiland 
took an active role in all aspects of our work, but accepted particular re- 
sponsibility for the preparation of a report on the trading practices of mu- 
tual funds. Mr. Douglas Pittet participated in the work of the sub-committee 
on non-financial disclosure in addition to discharging his principal responsi- 
bility in the contribution of advice concerning matters relating to the regula- 
tion of life insurance companies. Mr. Paul Dyson headed our research staff in 
the preparation of statistical and other information for us, and made a valua- 
ble contribution in the formulation of recommendations. The enthusiastic work 


of these three staff members was of great value to us. 


Among the first acts of the Committee were the appointment of Mr. James 
C. Baillie as Director and Mr. Claude Bruneau as Associate Director of the 
Study. These gentlemen made an excellent team and in the Committee's opinion, 
have done an outstanding job in organizing the study. They, with the help of 
senior research staff and consultants, have been responsible for analyzing, 
interpreting and otherwise preparing the information gathered for consideration 
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and the formulation of policy by the Committee at our regular meetings which 
have been held at approximately monthly intervals. They have then prepared 
drafts of chapters containing recommendations to reflect these policy decisions 
for revision where necessary and final approval by the Committee. Our thanks 
and appreciation are due to both Mr. Baillie and Mr. Bruneau for their devotion 
and fine work, and to the firm of Tory, Tory, DesLauriers and Binnington 


through whose kindness Mr. Baillie was able to participate in our work. 


The nature of the Committee as a body reporting to, and financed by, 
eleven governments necessitated the resolution of many problems from an admin- 
istrative standpoint. The Government of Ontario assumed responsibility to 
manage the accounts of the Committee and otherwise to participate in the 
administrative aspects of our work on behalf of all the governments concerned. 
It paid our disbursements and collected payment from the other governments for 
their portion. Without its assistance our task would have been far more diffi- 
cult. We are particularly grateful to Messrs. A.V. Godden and R. Kroppmanns who 
willingly performed this extra work and were of great help to us and to our 


staff throughout. 


We also thank the Department of Consumer and Corporate Affairs in 
Ottawa which has lent us its full support in organizing the translation of 
the report and its publication through the Queen's Printer (Canada). We were 


mous able to expedite its publication while reducing our cost. 


Entire responsibility for the report and the recommendations therein 
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Gordon E. Grundy 
Louis de B. Gravel 
William S. Irwin 
Marc Lalonde 
Kenneth P. Lawton 
G. Harry Rose 
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INTRODUCTORY NOTE 


This report is divided into five" parts leeChapterse® Coal’ -contame@a 
description of the Canadian mutual fund industry, which includes many factual 
conclusions that form the basis of recommendations in subsequent chapters. 
Chapters V to XVI contain our recommendations concerning the regulation of mu- 
tual funds. A number of these recommendations are also applicable to invest- 
ment contract companies, but the differences between investment contract, com- 
panies and mutual funds necessitated their separate discussion. Chapter XVII 
describes investment contracts and the investment contract industry; like chap- 
ters I to IV, it includes a number of factual conclusions that form the basis 
of subsequent recommendations. Chapter XVIII contains our recommendations con- 
cerning the regulation of investment contracts and the investment contract in- 
dustry. Both Chapter XVII and Chapter XVIII incorporate by reference a number 
of relevant portions in the discussion of mutual funds. Finally, Chapter XIX 
considers problems which will arise in the implementation of our recommenda- 
tions, with particular reference to the problems of divided jurisdiction in 


therarradmanwstircavaon. 


Throughout this report, references are made to the responsibilities of 
the administrator. The neutral word "administrator" is used to avoid any im- 
plication as to what level of government, or what governmental agency within a 
particular level of governement, will assume responsibility for the administra- 


tion of the regulatory scheme, These questions are discussed in Chapter XIX. 
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CHAPTER I 


DEVELOPMENT AND REGULATION OF MUTUAL FUNDS 


1 LL Throughout our study of the Canadian mutual fund industry we have 

constantly been impressed by the degree of flexibility of the mutual 
fund as a form of organization, and by the dynamic way in which the financial 
community has made use of it to create new instruments shaped to fit the needs 
of investors. Significant benefits can result from these innovations, and care 
should be taken not to place undue legislative restrictions on mutual funds 
which will prevent further innovations in the future. To arrive at recommen- 
dations for legislation that would allow for continued adaptation and inno- 
vation while providing an adequate regulatory structure within which the in- 
dustry could develop, we have found it necessary to work from the basic concepts 
that underly the mutual fund as a form of organization. Here and throughout 
this report we use the term mutual fund in its generally accepted sense as 


excluding closed-end investment companies. 


U2 The essential characteristic of all mutual funds is that they are 
vehicles to facilitate the pooling of money which belongs to a number 
of investors for investment as a single portfolio, with losses and gains ex- 
perienced by the portfolio being passed through to the participants. The needs 
and objectives of particular types of investors are reflected in a variety of 
forms of organization and methods of operation, but all share this character- 
istic. We return to it in our discussion of the more technical definition 


of a mutual fund recommended in Chapter V. 


T03 Because we are dealing with a flourishing industry with established 
procedures, it is necessary that recommendations give full weight not 
only to the preservation of flexibility for future developments, but also to 
the existing position of the industry.) [his and “the next stnree chaptersmcare 
devoted to a general description of that position to provide the context within 
which our recommendations must be placed. In the remainder of this chapter we 
review briefly the organization and development of mutual funds, with specific 
examples. We also discuss the development by other financial institutions of 
instruments competitive with mutual funds. The chapter concludes with a de- 
scription of the sources of controls, formal and informal, to which the mutual 


fund industryeise presently subject. 


Organization of Mutual Funds 


1.04 The differences among mutual funds extend to their legal forms of or- 
ganization: we comment later in this chapter, and frequently through- 
out, this»report,.on, the differences, between, mutual, funds established as .trus ie 
and those which .are incorporated., In) spite of this, the general, chanacterista. 
referred, to.in: paragraph 1.02,, together with the fact) that the operation eres 
mutual fund is a commercial enterprise has resulted in some important organi- 
zational and operational similarities that are true of almost all mutual funds, 
trusteed or incorporated. This is because of the necessity to provide a means 
whereby the organizers may receive entrepreneurial rewards although profits and 
losses on the portfolio are passed through to public participants. . Because 
many of the recommendations made in this report are designed to resolve prob- 
lems which relate to the mutual fund as a commercial enterprise, we conclude 
in Chapter V that the term should be so defined as to excludevorganizerion. 


that are merely investment clubs. 


Ls In other financial institutions, portfolio profits and losses are not 
passed through to participants. Most institutions, which include 
banks, insurance companies, investment contract companies and trust companies, 
raise money largely through the, issuance,of debt sinstruments that carrysfixen 
rates of return, ,The organizer obtains \his, entrepreneurial reward princupar 


through ownership of equity securities issued by the institution. Such 


eccuruties necerve ithe sbenefitsofvearnings ‘on ‘the sportfolio ofthe financial 

institution in excess of what is required to provide the promised return under 
the debt instruments and to pay expenses. This arrangement is not feasible in 
the-context of mutual «funds because of sthe necessity to pass profits. and losses 


through to participants. 


1.06 Traditionally, mutual fund organizers derive their reward from two 
sources: compensation for administration and investment management, 
Bncrprorit on, theadistribution,of Shares or units an’ the mutual fund. In order 
that such rewards may take the form of entrepreneurial profit rather than of 
salary, the organizers cause the administration and investment management of the 
autUualerund ,eand the distributronr ofits tshdarespor units), (to tbe carried, ontby 
outside organizations in which the organizers or their successors hold the 
Faulty spanticipation, Sein some cases, call or aspantiot *that iequity participation 
iayave sO. deta ithes public, withethe proceeds ‘of the¥salevenuring “to: the organ- 
izers. The legal form of the delegation to these outside organizations varies, 
particularly between incorporated mutual funds and trusteed mutual funds, but 
the results are identical for practical purposes. While in many cases the 
functions are periormed by a single organization; for purposes;of convenience 
in ‘this report we usually refer to the organization that performs the adminis- 
tration and investment management as the ''management company" and to the organi- 
garsonetnatedistributes@shares oriunits as theo"distribution company"; it das 
important to realize throughout this discussion that the two companies are 


Frequently *the vsame: 


2707 The method of organization described in the preceding paragraph, 

which is almost universal in the Canadian mutual fund industry, has 
Brotnereadvantage in addition to the fact that 1t facilitates the receipt of an 
entrepreneurial reward. In many cases, the mutual fund is organized not as an 
independent business enterprise but to be carried on in conjunction with other 
enterprises. In such cases, the responsible persons often do not devote their 
full time to the operations of the mutual fund and it would be difficult for 
them to be compensated by salary. Even where they are engaged on a full-time 


basis in mutual fund operations, they may be responsible for several mutual 


a 


funds with different investment objectives organized to appeal to a wide variety 
of investors. Any other arrangement than delegation of the administration, 
management and distribution functions would cause considerable difficulty and 
inconvenience in this and other situations. It is for these reasons that de- 
legation of these functions is almost universal in the Canadian mutual fund 
industry, although theoretically a mutual fund could be organized in which the 
functions were internalized and performed by employees. A few mutual funds in 


the United States have been so organized.* 


i OS When considered in the context of their relationship with other 
financial institutions, major differences exist among mutual funds. 
Some are organized as incidental parts of the operations of financial insti- 
tutions! primarily engaged in other activities; ssothers form parts oh fimancias 
complexes; yet others are created by organizations devoted exclusively or 
primarily to the operation of mutual funds. An understanding of these different 
situations is essential to an understanding of the Canadian mutual fund indus- 


try. They are considered in the following section. 


Relationships of Mutual 

Funds to cEIGE Financial Institutions 

1.09 Examples abound of mutual funds organized to be operated in conjunction 
with other enterprises. Many brokerage ‘firms have foundyit an veftecs 

tive way to satisfy the needs of clients who wish their money to be managed on 

a discretionary basis by the brokerage firm. Administration and other expenses 

make such management uneconomic unless the amount of money involved is substan- 

tial; through’ the mutual fund vehicle, )contributions® from amnumber ot, ciien. 

may be’ pooled for investment as. a single portfolio. One mutually fund.) firce 

Harfund Limited, was organized by a brokerage firm to provide for the portion 

of its clients’ discretionary accounts that was to be invested in securitregeas 

United States companies. In such cases, the brokerage firm acts both as the 

management company and the distribution company. The mutual fund often forms 

“* The largest of the internally managed mutual funds, Massachussetts Investors _ 


Trust, had assets of $2.375 billion at the end of 1968. For a discussion of 
the organization of this mutual fund, see Reportsor the Securities and 
Exchange Commission on the Public Policy Implications of Investment Company 
Growth, House Report (2337, 89th Cong. 2nd sessJ,"1966,,at pp. 49 and) 105 
(hereinafter referred to as "Public Policy Report"). 


a comparatively minor part of the business activities carried on by the broker- 
age firm, which considers it simply as an additional service for its clients, 
although investors in the mutual fund may include persons who are not otherwise 


clients of the brokerage firm. 


i LO Considerations similar or identical to those applicable with respect 

to brokerage firms have also motivated other financial institutions to 
it fai esor weOmparticzpate sim themorgani zation of mutual ‘fundsae Ati the “time: of 
writing, three Canadian chartered banks are in a position to arrange investments 
Pyether nr wilrents tinemutual fundsithat are, directly: oreindirectly associated, with 
the banks; the nature of these arrangements is discussed in paragraphs 16.07 
EOnLO. 28. At the end of 1968, some 20 trust companies were offering investment 
munds for public participation; in paragraphs 5.20 to 5.356, we explain the 
reasons for our conclusion that these investment funds should be regarded as 
mutual funds for regulatory purposes. Some banks and trust companies regard the 
Miiualetuna as.an, additional service, to existing clients, while others have en- 


gaged in sales campaigns to attract purchasers from a wider circle of investors. 


a, dol A tendency towards development of Canadian financial complexes has be- 

come increasingly marked in,recent years.. <The .complexes, differ,in 
approach from a brokerage firm, bank or trust company that creates a mutual 
Piiieco Otter. ancadditiond la service to. clients... hey, consast, sather,. of,.a 
numbetieo ft chanancdalwns titutions,. each concentrating, upon a different ‘type of 
MifoiGi beserviceé.«s Almost invariably, they, anclude,at, Least ne mutual, fund, 
which may be separate from the other financial institutions that form part of 
the complex but is more usually operated in conjunction with one or more of 


them. 


hy The development of financial complexes is well illustrated by reference 
to Thesinvestors, Group. andyits. associated companies..,.It 1s, the 
successor of Investors Syndicate of Canada, Limited, which was incorporated in 
1940 by a special Act of the Manitoba legislature to take over the Canadian 
piusiness of the parent..company.,, Investors! Diversified Services, Inc.. of 
Minneapolis, Minnesota. The business at that time consisted exclusively of the 


sale of investment contracts. In 1950, Investors Syndicate of Canada, Limited 


5 


organized an incorporated mutual fund called Investors Mutual of Canada Ltd., 
for which Investors Syndicate of Canada, Limited acted as management company 
and distribution company 97 Ate the tend ro fel) 684m the totalimietsassets0 feslnvestons 


Mutual of Canada Ltd. were $584,818,616. 


Lo L3 In 19569 'Investors Diversified Services), IneMdivested' 1tselisofr its 
Canadian subsidiary through the distribution of a stock dividend in 
shares of Investors Syndicate of Canada, Limited. The latter company was re- 
organized in 1964 ‘and 1s now ‘called! ‘The Investors) Group “Tts controls wield 
in Canada’, and’ at is ‘operated’ separately’ from Investors Piversitied™oervicess 
Inc. The Investors Group is a public company, listed on Canadian stock ex- 


changes. 


pe Concurrently with the reorganization of Investors Syndicate of Canada, 
Limited as The Investors Group, a new subsidiary was incorporated with 
the name Investors Syndicate Limited. The latter carries on the sale of invest- 
ment contracts and also acts as distribution company for Investors Mutual of 
Canada Ltd., Investors Growth Fund of Canada Ltd., and Investors International 
Mutual Fund Ltd. The Investors Group is the management company of these three 
mutual funds. The latter two mutual funds were incorporated in 1957 and 1961 
respectively to provide a greater variety of investment objectives for potential 
purchasers “their aggregate total neG@rassets at Vecember Sit Gor were 
$441,281,474. The three mutual funds together formed the largest mutual fund 
complex in Canada at that date. Salesmen of Investors Syndicate Limited sell 
its investment contracts and shares of the three mutual funds. In addition, 
they can provide their customers with “information ‘as to other Servicesmorrered 


by The Investors Group and its subsidiary companies. 


PePs The Investors Group has other financial interests. It owns The 
Western Savings and Loan Association, a company which, like Investors 
Syndicate Limited, issues investment contracts and acts as distribution com- 
pany for mutual funds (Provident Mutual Fund Ltd. and Provident Stock Fund 
Ltd.) of which The Investors Group is the management company. These two mutual 
funds had aggregate total net assets at the end of 1968 of $42,996,574 so that 


the aggregate total net assets at that time of mutual funds managed by The 
6 


Investors Group was $1,069,096,064. The Investors Group carries on trust com- 
pany operations through Investors Group Trust Co. Ltd., and also has subsi- 
Hiaties engagedsin real estate development and othersactiuvities. . In addition, 
The Investors Group has substantial interests in a number of other Canadian 


public companies. 


LO The development of Canadian financial complexes is further illustrated 
by the fact that duringsthe period of our study The’ Investors Group has 
itself been absorbed into a large financial complex that covers a wide gamut of 
Canada's economic and financial life. Based on a closed-end investment company, 
Power Corporation of Canada, Limited, this complex controls or is associated 
With Other mutual funds, lite insurance companies, and a major trust company. 
The Great-West Life Assurance Company, of which The Investors Group acquired 
Pontro: shortly prior to ‘the™*time of writing and’ which has ~a' ‘substantial 
Pircrest ei Ime @iInvestors Group, 15) active ametne development of Variable 
fiamrantce CONtracts, discussed in paragraphs’ Soo/—to 5.47" below!” Montreal 
Trust Company, in which both Power Corporation of Canada, Limited and The 
Investors Group have substantial “interests, offers investment” funds for public 
participation which had aggregate total net assets of $30,724,241 at the end 
of 1968. The Royal Bank of Canada, which has interests in both Montreal Trust 
Company and The Investors Group, is associated in the manner described in 
paragraphs 16.10 and 16.11 with RoyFund Ltd., a mutual fund first sold to the 
public during 1967, with total net assets at the end of 1968 of $9,811,064. 
These are only some of the organizations associated with the complex which 
offer mutual fund shares or units or competitive instruments, and almost every 
other type of financial service is provided by at least one company in the 


complex. 


‘had iy In addition to mutual funds organized by other financial institutions, 
and those which form part of financial complexes, there are many in- 
stances in which organizations have been established specifically to operate 
mutual funds. The most important example, and the second largest mutual fund 
organization in Canada, is United Funds Management Ltd. Like the predecessor 


company of The Investors Group, this company was organized by a major United 


7 


States mutual fund organization. While a small proportion of the shares of 
United Funds Management Ltd. has been sold to the public, that organization, 
Waddell & Reed, Inc., continues to own in excess of 74% of the outstanding 
shares at the time of writing. United Funds Management Ltd. acts as management 
company for mutual funds with aggregate total net assets at December 31, 1968 

of $523,286,871. Two wholly-owned subsidiary companies of United Funds Manage- 
ment Ltd., United Investment Services Ltd., and United Investment Services 
(Quebec) Ltd. together act as distribution companies for these mutual iundase 

It is of ‘interest that United Funds Management Ltd. arranged in 1968 tor stie 
incorporation of United Investment Life Assurance Company, a subsidiary designed 


to carry on the life insurance business, 


Lis Frequent references are made in this report to the Investors and the 
United groups as representative of the structure of mutual fund organi- 
zations. The two-groups are illustrative of the variety, .1n Canadian finances 
institutions, and of the increasing emphasis on and growth of mutual funds and 
instruments competitive with them during recent years. Yet even these examulesc 
do not adequately represent. the diversity of, the industry. In theynext jsection 
we discuss the growth of the mutual fund industry and the important ¢development 
by other ‘financial institutions,,of instruments fonssale to the publicythageaee 
directly competitive with mutual funds, yet are not mutual fund ishares ,orgunues 


within the usual meaning of those terms. 


Growth of Mutual Funds 
IR ARS, The major growth of the Canadian mutual fund industry has occurred 
within a remarkably short period.of time. Prior to «the depressionmon 
the 1930's closed-end investment. companies were very popular, in Canada asim 
the United States;* in paragraph 5.05 we comment on the precise; distincerad 
between these organizations and mutual funds, but for present purposes this can 
be more briefly stated. The holder of shares issued by a closed-end) investmene 
company cannot require that they. be accepted for surrender: s partly sas a .come 
sequence of the resultant potential, discrepancy between market price andsissue 
price, very few closed-end investment companies have ever engaged in continuous 


* For an interesting history of the development of the mutual fund industry, 
see Bullock, The Story of Investment Companies (1959). 
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distributions of their shares to the public. Secondly, many closed-end invest- 
ment companies, particularly prior to 1930, had issued senior classes of 
Securities in large amounts, for purposes of leverage. The latter factor 
accentuated the losses sufferedjby equity participants *in the depression, lossés 
which were so great that closed-end investment companies have been comparatively 


Enimportantein the United Statessever «since. 


1.20 iMesCOlsequences: OG une scdepression Of the 1950's for equity partici— 
pants of Canadian closed-end investment companies were not, generally 
Predcany, s4seCataStropnic, as awas true in the United States. This may. in part 
mecount tor the fact that, proportionate to the mutual fund industry, closed- 
end investment companies are now somewhat larger in Canada than in the United 
Peateo mel NesGli Terence, 15.n0t great: in) Ganada, aggregate assets of closed- 
end investment companies at the end of 1967 were approximately $768 million 
an amount equal to about 28.8%* of the total net assets of Canadian-organized 
mutual funds being sold to Canadians at that date. The corresponding proportion 
in the United States at the end of September 1968 was 7.8%. While it is clear 
Padtetheamutual, fund andustry ais far larger inJeach country, there is. no reason 
to believe that closed-end investment companies cannot still be successful in 
Ganada. This means that many activities prohibited for mutual funds could still 
be carried on by closed-end investment companies. In this report, we recommend 
certain restrictions on the operations of mutual funds that we believe to be 
dictated by their method of operation. It is important that implementation 
of our recommendations would, in most cases, not prohibit such activities for 
all investment companies; closed-end companies could still engage in them. 
minis «is particularly true with respect to investment restrictions, discussed 


roechapter eXI Ts 


peel While the two major Canadian mutual funds in 1940, Canadian Investment 
Fund, Ltd. and Commonwealth International Corporation Limited, had 

total net assets of approximately $7.5 million in that year, the mutual fund 

industry in Canada did not begin its period of really rapid growth until the 

* Dominion Bureau of Statistics, Business Financial Statistics Balance Sheets, 


Selected Financial Institutions, Fourth Quarter 1967, Ottawa: Queen's 
Printer, May 1968, Table 5A, p.10. Assets are given at market value. 


mid-1950's, Complete figures for the period are not available but at the end 
of 1950 total net assets of Canadian mutual funds qualified for sale in Canada 
aggregated approximately $46 million, and the corresponding figure at the end 
of 1961, inclusive of trust company investment funds, was $795 million. From 
that time ito the%time ‘of writing, assets ‘have continued to incréase at °asraprda 
rate with only a few respites, as public interest in equities has grown and as 
the number*of entrants to the mutual fund industry has@ancreased © sAt athe sen 
of, 1967 ,, aggregate total net’ assets pol investmentecunds motte, edaaorm DUbiae paws 
ticipation by trust companies was approximately $158 million; the value of 
shares held by Canadians in United States mutual funds qualified for sale;in 
Canada was approximately $104 million; and the total net assets of Canadian 
mutual funds qualified for sale in Canada was approximately $2,508 million, for 
a total of $2,770 million. The number of participants shows a correspondingly 
vapid increase, At the end of 1967, there wereslisS organizations, qualueree 

as mutual funds for sale in one or more provinces of Canada; the approximate 
subdivision of this figure was 19 investment funds offered by trust) companies: 
12 United States mutual funds and 87 Canadian mutual funds. By the end of 
1968, the number qualified had risen to i350, subdivided into 20.719 and] 7a 


thesthnrec eatevories Tespecuively. 


Legei2 During ‘the period since L957 §Mthe -srowth rate of mutualmcunds ahaa 
exceeded the growth rate of other financial institutions. “This growtl 
rate owes much to the effective distribution techniques developed by distri- 
bution companies, but ‘could not have .occurred without increasing public intereses 
in equity investments, and acceptance of mutual funds as the principal’ financera. 
intermediary for such investment. *°It was inevitable tha ithessucéess ton enc 
mutual fund industry, coupled with the increasing public demand for equity in- 
vestments, should attract other financial institutions into the market. This 
tendency was emphasized by the trend toward increased competition among finan- 


cial institutions, a trend encouraged by government,~ In the following ssecuae 


* See Bank Act, S.C. 1966-67, c.87, for a good example of governmental en- 
couragement of competition. The statute implemented many recommendations of 
a Royal Commission which were designed to foster competition among the 
chartered banks. (Royal Commission on Banking and Finance, Report, Ottawa: 
Queen's Printer, 1964). 
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we review in summary form the most important developments on the part of other 
institutions that are relevant to this report. In Chapter V we make recommen- 
dations as to the institutions which should be subject to regulatory schemes 
Similar to those applicable to mutual funds, but the discussion in the following 
PecilOn a5 G10 Testricted toJvsuen institutions. 
Growth of Competition Between 
Mutual Funds and Other Financial Institutions 
: AS) The most convenient starting point for an analysis of developments in 
other financial institutions leading to the issuance by them of instru- 
ments competitive with mutual funds is 1942, when the Income War Tax Act was 
amended* to introduce favourable tax treatment of money contributed to pension 
funds. Details are not ‘necessary for present purposes, especially. since the 
legislation has been amended several times since. Its principle has remained 
tie sane.) Tbeis/simply the postponement’ of tax “on money contributed ‘to pension 
funds. so that such money "is "taxed “as income to: the mayer tin “the ‘year “of dis- 
Pributson Yather than “in “the year “in ‘which aitilwas’ contributed; it ‘can, then, 
pe deducted from taxable’ income in ‘the year of Gontribution, »*Conditions, an- 
eluding “restrictions on ‘the amount deductible"in any onevyear, are attached to 
Bie provisions but Sthey nonetheless provide significant taxtadvantages. <These 
Provisions Naveehpeen “one Of the principal factorsmresponsavle «tor the growth ain 
market value of assets of trusteed pension funds from $4.1 billion at the end 


of 1961 to $7.9 billion at the end of 1967, representing an increase of 92,.5%.** 


1.24 Pris: scOnpANLeS -andelire winsurance companies saremthe financial, insti- 
iiesons which are the principal competitors fonuthe business of ad- 
ministering pension funds and when interest in equity investments began to 
develop, the trust companies found that they were in an advantageous position 
because they had power to administer pension funds with portfolios invested in 
equities. The life insurance companies were prevented from doing so by reason 
Enestatutory restrictions on their investment policies: This difference between 


the regulatory treatment of the two types of financial institutions was largely 


EeAn ACL to amend The Income War Tax Act, S.C. 1942-43, c. 28. 


**Dominion Bureau of Statistics, Trusteed Pension Plans Financial Statistics, 
1967, Ottawa: Queen's Printer, November 1968, p.ll- 


Tal 


resolved sn 1961 by the additiom to, the; relevant federalslecislation sof tan yen- 
abling provision; corresponding provisions have since been added to the 


Insurance Acts of several provinces:.* 


1 ys Se The life insurance companies quickly took advantage of the 1961 amend- 
ments thereby adding to the growth of equity investments by pension 
funds. By the end of 1967, market value of equity investments by Canadian 
trusteed pension funds, including those administered by life insurance com- 
panies, trust companies and others, was in excess of $1.8 billion. Canadian 
trusteed pension funds had 12% 0f their totalyassets  1nvested in equitieoss1: 


1960, and 23.2% in 1967.** 


NAVAS) Further developments inthe pension area leading to the issuance of 
instruments bearing closer resemblances to mutual fund shares or units 
evolvedeshortip after «the passage sof amendments to ithe: Income, Jax jAce 1n ee a 
which ‘introducedgthe predecessor of thetpresentesect 10n y20 Re Biles purposes 
this provision “is to grant tax advantages for ‘registered retirement) savings 
plans established by individuals, so that an individual making no use or not 
making full cuse of the \tax«deductions available for contribution tto pension 
funds can obtain similar advantages by establishing such a plan: Shortly 
after ‘the passage of these amendments, several Canadian trust:scompanies 
organized ‘special investment funds, catering to (registered retirement ssavine= 
plans to enable their clients te ytake advantage, of athe newyprovisi0Ons. some 
trust companies organized two or more such funds, to provide a choice between 
a portfolio which concentrates on equities and portfolios with other investment 
ebjectaves, but; the funds investing in@equicies have provede to, vent (eem@cm 
popular. By the end of 1967, the equity investments of these funds aggregated 
in excess of $62 million. While these funds are very similar to mutual funds 
Rene en a en a See ee | Se ee 
* The federal legislation is: The Canadian and British Insurance Companies 
Act, ReS..Ca LISA c23), ts.8ly- sas amaeS <Ganb9 O06 li cele ets LG t aor ec lem 
Insurance: Companies Act, R.S.C. 1952,.¢.125, s.37, vas am. o.Cs 1700-0. eee 
s.4. The provincial legislation is: The Alberta Insurance Act, R.S.A. s1955; 
c.159, s.J00) as am. S.A. 1967, ¢.40, (o.35 6 Chev lnsurance Act, iso. cee 
¢:190,. sa807 asvam.i°S.0. <1961-62,4¢.63,8S.3708 The, Insucances,AGt Reo. cmos 
1960 ~— Crl97 a SLO) aS aM Si B iC iow 0 Ordig Crs aee Grantee 


** Dominion Bureau of Statistics, Trusteed Pension Plans Financial Statistics, 
1967, Ottawa: Queen's Printer, November 1968, p.ll. 
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in a number of ways, we have concluded for the reasons set out in paragraphs 
5.33 to 5.35 that they should not be treated as mutual funds for regulatory 


purposes. 


i 2 / After a period of experiment with the operation of registered retire- 
ment savings plans, several trust companies expanded their range of 
services to include funds in which clients wishing portfolio management could 
invest their money and from which they could withdraw at any time. For many 
years, the trust companies had provided portfolio management on an individual 
basis to meet the needs of larger clients and one of the objectives of the new 
funds was to provide similar services to clients with smaller amounts of money 
avetlaplemtor sinvestment., Here, as with funds for registered retirement savings 
plans, most of the trust companies organized two or more funds to provide 
PMicitsewith aechouce Of investment: objectives:| liagain. as. withtunds for 
registered retirement savings plans, the equity-oriented funds have been 
Seovern most popular.) Since: the first, major trust company investment fund was 
ereaced iby ThexnCanada Trust: Company an’ 1959, anvestments in) the equity sections 
of this and other such funds have grown to over $87 million (at the end of 
1967); we obtained detailed information from 14 trust companies offering 
these funds during 1967 and are aware of the existence of about five more 
br tered -by small trust companies./. As stated in paragraph 5.32, we have: con- 
Perccamtiaradeunitc, in such an investment. fund plays a, rolemingathe,portiolio 
Peacne Investor) which dsivartuallyadentical to. thats played by the share or 
unit issued by the organizations traditionally known as mutual funds, and 


that they should be subjected to a similar regulatory scheme. 


2 8 The 1961 amendments to the federal legislation governing life insurance 
companies were designed to enable the companies to set up segregated 

funds to which some of the investment restrictions ordinarily applicable to 

life insurance company investments would be inapplicable and which were 

therefore able to invest heavily in equities. While it was assumed at the time 


the amendments were passed that the life insurance industry would make use of 


them only in connection with group life insurance and pension arrangements* they 
were not so restricted. In result, they gave life insurance companies subject 
to the federal legislation the power to issue on an individual basis policies 
under which a portion of the benefits payable is computed by reference to the 
value of a proportionate interest in a segregated fund. By the end of 1967 
about a dozen companies had exercised this power or similar powers granted under 
provincial legislation to issue such policies, referred to in this report as 
individual variable policies. Many of these policies are designed to enable 

the policyholder to take advantage of the special tax concessions for registered 
retirement savings plans, but others simply provide an equity feature in an 


otherwise conventional life insurance policy. 


Teco The individual variable policy aspect of the life insurance industry is 
still comparatively small, but it seems reasonable to anticipate rapid 
growth in this area. Premiums paid to life insurance companies for variable 
contracts in 1967 amounted to about $49,250,000, representing about 3% of total 
premiums paid for life insurance and annuities; $49 million of the total was 
for group contracts, so that total premiums for individual variable contracts 
were about $250,000.** The assets in group and individual variable funds at the 
end of 1967 represented about $197 million. Individual variable contracts are 
dealt with in more detail in Chapter V, which. also considers ‘the extent or tiem 


Similarity to mutual funds. 


* In his testimony before the Standing Committee on Banking and Commerce, the 
then Superintendent of Insurance, Mr. K.R. MacGregor said: 


As I see the situation, it might be summarized in this way; the 
great majority of all Canadian life companies want to be in a po- 
sition to compete better with the trust companies in the group pen- 
Sion field, and their present thinking and intention, as I under- 
stand it, is that the investment restrictions up to the time a per- 
son reaches pension age should be relaxed, not as respects quality, 
but as respects particularly the proportion that may be put into 
common stocks. At the moment their present thinking is that when 
the pension arrives the employee's equity would be to purchase an 
annuity at a fixed dollar amount in the regular funds of the com- 


pany. It may be nevertheless, that as time goes on they will want 
to go further and provide for the payment of a variable sum. The 
proposed amendment would permit it; I must admit that. 


Senate Hearings, Proceedings of the Standing Committee on Banking and 


Commerce, Wednesday, February 8, 1961. 


** The Canadian Life Insurance Association, Submission to the Canadian Committee 


on Mutual Funds and Investment Contracts, (Toronto: The Canadian Life 


Insurance Association, June 1968), p.9. 
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Lal Other financial institutions have also become involved in the market 
for financial instruments representing equity participations. Earlier 
in this chapter we refer to the three chartered banks that are associated with 
mutual funds; the nature of their relationships is discussed in greater detail 
in Chapter XVI. One credit union, Ontario Co-operative Credit Society, 
organized a mutual fund, Landmark Growth Fund Limited, in 1965. The Caisses 
Populaires Desjardins de la province de Québec and Quebec Trust Company dis- 
tribute shares of an associated mutual fund, Le Fonds Desjardins. It seems rea- 
sonable to anticipate that the tendency toward increasing involvement by other 


PinencrateinstatutLons in this market will increase. 


wok The developments outlined above have been accompanied by a movement 
on the part of some mutual fund organizations into fields formerly 
occupied by other financial institutions. As might be expected, this tendency 
is particularly pronounced with organizations which were established solely 
to operace mutual finds) and are not part’ of another financial institution or 
finayeta! complex.) ouch organizations ‘are exemplified aneparagraphs 1.°L7 tand 
1.18 by United Funds Management Ltd., which has organized United Pension Fund 
Ltd. as a mutual fund designed to appeal as an investment to pension funds. 
Pienacealso lsas mentioned in paragraph 1.17, organized a lifevinsurance.com- 
parm Similar steps have been ‘taken or are’ being considered by “other mutual 


fund organizations. 


Leoe The most important constraint on competition between life insurance 
AndeMUtcua te tund Organizations is the fact that under existing policies 
of Superintendents of Insurance in most Canadian provinces (policies supported, 
at least in past years, by most of the major life insurance companies) a sales- 
man cannot become qualified to sell on a commission basis both mutual fund 
shares or Units and life insurance policies. The mutual fund industry has long 
pressed for a change in this approach; we have concluded that the policy against 
dual licensing is unduly restrictive, and changes are recommended in paragraphs 
14.26 to 14.35, In the meantime, the competitive position has resulted in 
arrangements whereby mutual fund salesmen distribute completion insurance on 


contractual plans for the purchase of mutual fund shares or units, under 


iS 


arrangements with life insurance companies although they are usually unable to 
collect, commission on the lifesinsurancevelement of isuchtsales em inv oner study 
done’ by tus) of -al total’ of| 194,256 contractual plansm( 1 7e... perm oda cpaymentay tans 
under which the salesman is compensated through the use of a front-end load) 

for the purchase of shares or units in Canadian mutual funds which were out- 
standing in 1967; we found that: 32,959 or 16.97%) had) been sold withecompletron 


insurance, 


aS The developments outlined in this section may be summarized as great 
growth in the use of financial instruments which represent equity par— 

ticipations, accompanied by increasing competition among financial institutions 

for proiit, from, that,erowth.. Muchof the remainder Opstiiserepontmicecevo7ced 

to) discussions of the implications of these developments, sandmtor specroic 

recommendations for controls designed to ensure that they serve the public in- 

terest without being unduly restricted by governmental regulation. We discuss 

in the next section the nature and content of the existing regulatory structure 

applicable to mutual funds; no attempt is mader to describesthateapp came 

to other financial anstitutions. competuGive with) mutusileseunds:, 

Existing Regulation of 

Canadian Mutual Funds 

i o4 With minor exceptions noted in the following discussion, no Canadian 
jurisdiction has enacted legislation specifically to governethesoper. 

ations of mutual funds. For reasons indicated throughout this report, we feel 

that such legislation should be enacted, but it must take cognizance of the 

regulatory environment within which the industry now operates. The environment 

is also of importance because it has had a major effect on the structure and 

operations of the mutual fund industry as it presently operates in Canada. 

In the absence of legislation tailored to their needs, mutual fund organizations 

have had to fit within regulations which impose on them requirements that are 


frequently ill-adapted to them. 


oe Another difficulty with the present regulatory position is (that anstce 
ments competitive with mutual funds are not subject to the same regu- 


lations. This must put one or the other at a competitive disadvantage. Steps 
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have been taken to remedy the situation; for instance, in several provinces 
trust company investment funds are subject to securities legislation in the 
distribution of their units, and the Superintendents of Insurance in several 
provinces have imposed requirements with respect to the sale of variable life 
insurance policies that are similar to those applicable on the sale of mutual 
fund shares or units. Implementation of our recommendations would substantially 


in¢rease the uniLormity in applicable requirements. 


0 Tiere. ates our principal ssourcesso. COnstraints applicable to mutual 
funds. Unquestionably the most important is the securities legislation 
of the Canadian provinces, designed for application to all distributions of 
Securities» and to persons trading in securities.) Secondly, provisions are 
applicable by virtue of the form of organization of the mutual fund; company 
law to incorporated mutual funds, trust law to unincorporated mutual funds. As 
the following discussion makes clear, there are very considerable differences 
in these provisions and one of the objectives of recommendations made in this 
report is to minimize the differences which flow from selection of the trusteed 
or the incorporated form of organization. Thirdly, income tax law imposes sig- 
nificant constraints. Fourthly, self-regulation by the mutual fund industry 


and the adoption by it of ethical standards have made a valuable contribution. 


‘bese Wi? Manyeot the restrictions or constraints which result from the four 
regulatory sources outlined in the preceding paragraph overlap con- 
siderably, so that the separate discussions of the four sources in following 
subsections is to some extent misleading. The reader should bear in mind that 
regulations arising from the various sources frequently deal with the same 


question, sometimes in different ways. 


(a) Requirements Imposed By or Under 
Securities Legislation 


ib eats For purposes of analysis, it is convenient to divide the requirements 
imposed by securities legislation into those which are specifically 
set out in the relevant legislation, and those which are imposed by securities 


administrators on a discretionary basis in the application of the legislation. 


Ee 


Ha sie The major emphasis of securities legislation is on the principle that 

organizations engaged in the distribution of securities to the public, 
and those whose securities are held by the public, should make full disclosure 
of relevant matters concerning their affairs. So far as mutual funds are 
concerned, the most important requirements applied to carry out this principle 
are that a prospectus be filed with respect to the mutual fund shares or units 
while they are being distributed to the public, and that a copy of the prospec- 
tus be delivered to each purchaser. We will not review here the contents of the 
prospectus, which are considered in Appendix “E". It 1s sutficient Lomeprecens 
purposes to say that the prospectus is ordinarily a very detailed document con- 
taining extensive information as to the mutual fund, its operations, and the 
terms of sale of its shares or units. In Chapter XIV we express some doubts 
concerning the practical value of prospectuses as they are presently prepared, 
but they do provide extensive information on most matters which might be of 


Interest tora purchaser. 


1.40 The; emphasis. on disclosure is) repeated in the securitiesmact span 
British Columbia, Alberta, Saskatchewan, Manitoba and Ontario by 
provisions dealing with continuing financial disclosure, proxy disclosure ang 
disclosure of insider trading. While these requirements are of very consider- 
able importance with most public companies, they are less significant in the 
context of mutual funds. This is primarily because almost all mutual funds are 
continuously in the course of primary distribution of their securities toethe 
public, and so must have a valid prospectus in effect at all times; this means 
that an amendment or new prospectus must be filed whenever a material change 
occurs, and in any event at least annually. The prospectus contains at Tease 
as much information as is ordinarily required to be disclosed under the pro- 
visions dealing with continuing financial disclosure and with proxy disclosure. 
As to the requirements concerning insider trading disclosure, we indicate in 
paragraphs 9.50 to 9.53 the reasons for our conclusions that these provisions 
are of little or no value in the mutual fund context. Finally, in most of the 
provinces mentioned above none of these provisions - financial disclosure, 
proxy disclosure, or insider trading disclosure - is applicable to unincorpor- 


ated or trusteed mutual funds, although some comply on a voluntary basis. 
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1.41 The other principal statutory requirement applicable to mutual funds 
Under "the *sécurrrresslaws "concerns the -registrativon of persons trading 
ipececurectose, IMuslignc Of the "separauron of functions “described in “pardgraphs 
Pps to") Or these “provisions ordinarily “apply not to the mutual’ fund itself 
but to the outside organization to which the mutual fund delegates the sales 
function = stherndistributicon conpany?- This “organization must register with the 
Securities “administrators in ‘provinces where the*istribution is béing ‘effected, 
and is subject to the continuing supervision of those administrators while its 
revistratien renains -éiLlective,. No esimitariréequirenéntvis applicable to the 
management company, so that in the case of mutual funds which delegate the 
management and the distribution functions to separate organizations, the dis- 
tribution company is registered with the securities administrators but the man- 


agement company is not. 


1.42 Loire iebeinotedcthst botipetherprospeceus requirement: andthe “repus = 
Cravion requmremnent “are tapplicablevonly tolnutual funds which iarevJjen- 
paged ein etierirstrabut pon feo tthe public of thei shar srio1 tindts:4) ‘Thistimeans 
tiatmnetbenchits: providediby application to these provas tens are: mot cavailable 
Witiures pect ta; mutuals utunds (not scurment by distributing Securities: torthe pub- 
Tice leealsco means that the discnetaonanm, powersmo se Cumiti cs sadn mis trators:, 
Si=cllssea in Ollowing paragraphs, are not operative with respect ‘to mutual 
Micsewitchrare notedistrabutine their securities. (While the great majority of 
mutvaletunds do engage in such distributions on @ ‘continuous basis, there are 
some which do not; more importantly, a mutual fund may avoid the necessity of 
POMmoaliance with any Of these requirements by Cceasang to distribute securities 


ancopermitting its prospectus to become ineffective. 


1.43 Perhapsiot ‘even treatenmmportance sto, the industry ‘than ithe require= 

ments actually embodied in securities legislation are the requirements 
apaimed iby administrators, ona discretionary basis un the application of the 
Peerolwatonay For the most part, sbheserequirements dire imposed as precondijtions 
Potne tacceptance wom fling of the prospectus),, although, those responsible, for 
the operations of mutual funds are so well aware of the availability of this 


BrGectomitnateiitas only rarely articulated, In practice, the. securities 


Hg) 


administrator either enunciates a generally applicable policy ruling* or imposes 
a requirement to deal with an actual or potential problem in a specific case. 
Often, securities administrators will adopt policies on specific questions with- 
out reducing them to written form for purposes of publication, and may vary them 
somewhat from case to case. The latter approach provides greater flexibility 

in administration, but it also reduces the certainty of the law and makes it 


more difficult to obtain precise information on applicable requirements. 


1.44 The requirements applied by securities administrators to mutual funds 
through the exercise of their discretionary powers as outlined above 
cover a wide range of situations. Perhaps the most obvious are those which re- 
late to the charges that may be levied in connection with the distribution to 
the public’of mutual fund shares or units,; reterred | Cogas) commissionscates, 
loading charges or sales charges (the latter term is the one generallyeuseqms: 
this report) and those which relate to the amount of compensation that may be 
paid to the management company. These questions are of great importance to 
mutual fund organizers, for (as noted in the discussion in paragraphs 1.05 to 
1.07 of the reasons for separation from the mutual fund of the management and 
distribution functions) it is upon sales charges and management fees that they 


MuUStere ly «to obtain their *entrepreneuria lerewarc,. 


1.45 Securities administrators have become involved in questions of the 
determination of sales charges and management fees because of the 
absence of genuine negotiation at arm's length in the determination of the basis 
upon which the management and distribution functions are delegated to outside 
organizations. With the possible exceptions of the rareycases where thesmucuas 
fund is an incorporated fund with a fully independent board of directors, the 
organizers are’ ina position, to dictate the terms ofsthe  reltevanteccGcuneci ee = 
documents. In the absence ‘of controlling legislation, vand to carry our chem 
responsibility for the protection of the investor, the securities administrators 
have felt it necessary in the public interest to guard against the possibility 
that the mutual fund organizers might abuse their power in dictating the terms 
* The February, 1968 policy ruling of the Ontario Securities Commission on 
Management fees is an example of this type of ruling. Its full text is 


set out in paragraph 10.16. 


20 


of the management and sales arrangements. They have concluded that disclosure 
of sales charges and management fees is not enough, and that substantive con- 
trols are necessary for investor protection. The nature of the substantive 
controls imposed on sales charges and management fees, and our recommendations 
on these questions, are discussed in Chapter X. 
1.46 While controls over sales charges and management fees have the greatest 
direct impact on the entrepreneurial rewards received by mutual fund 
managers, the rates set under these controls have become a part of the industry 
pattern and serious complaints concerning them are comparatively rare. Other 
requirements imposed by securities administrators, although of less importance, 
sometimes arouse more controversy in their application. Only a few examples 
of these policy requirements are given in following paragraphs. A complete 
review would be difficult or impossible, because their discretionary nature 
has enabled the administrators to devise or to adjust requirements to suit 
individual cases as they arise. In some instances, administrators in different 
provinces follow differing policies on particular questions. 
‘bee Most administrators, who are in agreement with the majority of the 
industry on this point, believe that mutual funds should not be per- 
mitted to borrow money, to trade on margin, or to engage in short sales; all 
of these activities are considered to be speculative and inconsistent with the 
role of a mutual fund, and the administrators ordinarily require that the 
investment objectives of a mutual fund preclude their use. For different rea- 
sons, the administrators also restrict investment by mutual funds in assets in- 
capable of “ready Liquidation or precise valuation; ‘the feeling here is that 
such investments might prevent a mutual fund from carrying out its obligation 
to redeem its shares or units on demand of the holder. In Chapter XII, we in- 
dicate the reasons for our conclusion that all of these activities should be 
permitted, subject to appropriate limitations, but that certain restrictions 
should be imposed on the techniques used for the distribution of shares or units 
of funds which engage in them. A scheme such as we there recommend could not be 
applied by securities administrators exercising their discretionary power on a 
case-by-case basis; this is only one example of the difficulties in the existing 


method of control. 


reall 


1.48 Another important investment restriction which administrators expect 
a mutual fund to adopt relates to the size of the maximum permissible 

investment in securities of any single company. This limitation is designed 

bothetovavoid liquidity problems ingthe disposalyofethe secur iGiesmandcgtesgp ues 


vent the mutual fund from gaining control of a public company. 


ao The Quebec Securities Commission, in addition to the requirements re- 
ferred to above, prohibits mutual funds from purchasing on an initial 
distribution of securities unless the securities sold are themselves qualified 
in the province of Quebec, or transactions are consented to by the Quebec 
Securities Commission. It also imposes a number of other restrictions, inclu- 
ding restrictions designed to avoid transactions entered into by the mutual 


fund with its associated companies. 


(b) Requirements Imposed on Incorporated Mutual Funds 
by Company Law 


10 Sixty-two of the 117 Canadian organized mutual funds qualified for 
sale to the Canadian public at December 31, 1968 were organizedaas 

companies. Each of these mutual funds is subject to the provisions of the 

corporations act in the jurisdiction of 1€s incorporation, sand (to gthesextem ine 

body of law applicable to companies. The only sexceptions to themgeneraimiar, 

of companies which have been made for Canadian mutual funds are contained in 

provisions included in some corporations acts to enable mutual funds to issue 


shares redeemable on demand by the holder. 


ial The reason that the issuance of shares redeemable on demand by the 
holder merits sspecial discussion sis that, corporation el awe tO aeagad. 
has followed the British pattern in prohibiting companies from the redemption 
of their common shares, and restricting the manner in which redemptions of 
preferred shares may be effected. Specific recommendations are made in para-= 
graphs 5.62 to5.64 for changes in the company law designed to adapt it to the 
mutual fund «concept... Form present purposes, st 1s Suificientstousaye tiacerne 
shares sold to the public by most mutual funds incorporated in Canada are, 


technically, preferred shares rather than common shares and that the mutual 


ZZ 


funds are incorporated only under the laws of jurisdictions (principally Canada, 
Ontario and Alberta) which permit the issuance of preferred shares redeemable 

on demand by the holder for net asset value. Only thus have mutual fund or- 
ganizers been able to provide the essential attribute of redeemability on demand 


by the holder. 


Le 2 Company law includes a variety of protections and powers for share- 
holders, but many of these are extended only to holders of common 
Shares.) Thus, “one result of the rules’ described above is that certain pro- 
tections ordinarily extended to shareholders are not available to all share- 
holders of incorporated mutual funds. Perhaps the best example of this is the 
right to vote. In many incorporated mutual funds, the mutual fund shares do 
noc canurynpower tormvote: for the! election of darectors. , An) underlying, class of 
common shares, issued by the mutual fund to the organizers or their associates, 
Carries power to elect the directors and enables the organizers to perpetuate 
tneir controle lm somesicases., sthe mutual-<ind) shares are, given ithe, right /to 
VOtCemDUtCOntroleis perpetuated forthe orpanizers, through, a.specification, that 
a director must hold a common share. The holders of mutual fund shares are 
thereby denied rights which are ordinarily regarded as being available to 
common shareholders, without receiving any of the compensating advantages 


ordinarily regarded as being available to preferred shareholders. 


beso Anothenedifticultyywithethe existine situation is that anemany) in; 
corporated mutual funds there are restrictions as to the sources from 
which money may be taken for the redemption of shares. In certain circum- 
stances, such restrictions could, in theory, prevent the mutual fund from 
effecting payment on redemption of shares. These restrictions are technical 


in nature, and detailed discussion of them is postponed to Chapter V. 


14 Perhaps the most important requirements of company law in the mutual 
EuldecOuLext  sapart from those stiiatenelate: toethe  redeenability of 

shares, are those which may affect the separation of the management and dis- 

tribution functions from the mutual fund. A basic tenet of company law is 


that, in the words of the Canada Corporations Act, "The affairs of the company' 


Zs 


shall be managed by a board of directors however designated."* This requirement 
is seemingly inconsistent with the delegation of the vitally important manage- 
ment and distribution functions to an outside organization or organizations. 
Indeed, if those functions were fully delegated, the board of directors would 

be left with no responsibility. The law allows for no exception to the require- 
ment that there be a board of directors and in practice the contracts entered 
into by the incorporated mutual fund with the management company and the distri- 
bution company always purport to reserve final authority to the directors. An 
example of the situation which can result when that authority is exercised is 
provided by the description of the Commonwealth-Channing proxy battle in para- 


Srapise0e bomtom0 <0. 


oo A number of other provisions of company law are relevant to mutual 
funds. Most corporations acts limit not only the sources of moneyeeiae 
a company may use for redemption of shares, but also the sources of money for 
distribution as dividends. These restrictions ¢@re considered in pardgyapne 
5.67 to 5.72. There are various specific’ provisions dealing with the diser i 
bution of annual reports to shareholders and their content. Procedures on 
transfer of shares are spelled out, as is the nature of the records which must 
be maintained by the company. Generally, the corporations acts and the decided 
cases together provide a body of law which deals in considerable detail with 
almost all aspects of company-shareholder relationships. While some of the 
relevant provisions differ between jurisdictions, the subjects dealt with and 
the approach are comparatively uniform. In a few cases the provisions aresnu. 
properly adapted to the distinctive characteristics, ofsmutualscunds, panos re = 
commendations on these points are made elsewhere in this report. In spite of 
these problems, and other problems alluded to above, the availability of this 
body of law does a great deal to make cléar the position of the shareholders 


of incorporated mutual funds. 
SS a es a i ee fa a a I re ee 


* -Canade Corporations Act. RS .C 1952 mC na mee oe ae ee ee 1964-65, 
C202; 0S O46 
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(c) Requirements Imposed on Unincorporated 


futual Funds by Trust Law 


it From a technical standpoint, the organization of an unincorporated 
mutual fund is very different from that of an incorporated mutual fund. 
IipmaVvelavesiInVesStOruls WesDel LeVe muUlCONSCLOUS, Of tills faCt;. Sov far as he, 1s 
concerned, there is no difference inherent in the distinction between the unit 
of an unincorporated fund and the share of an incorporated fund. Indeed, in- 
ferests in some’ unincorporated funds are referred to as sharés rather than as 
units so that even an investor who cares about such things may be mistaken as to 


the form of organization of his mutual fund. 


eee While it is possible that an unincorporated mutual fund might be or- 
ganized in another way, for example as a partnership, the invariable 
methodian Canada* where) public distribution’ of units is, contemplated is’ ia trust, 
Trusteed mutual funds are ordinarily established by agreement between the ma- 
nagement company and a trust company; if the distribution company is separate 
from the management company, it enters into another agreement with the same 
erusctecompany., = netne case of ivivestment® fundsmofrferedstor® public participation 
Dyettust companies . thertrust instrument-isea declaration of trust to which’ only 
the trust company is a signatory and which constitutes the trust company trustee 
of the trust and gives it the powers of the management company and the distri- 
bution company, The trust instrument, be it a trust agreement or a declaration 
PEemtYUStemoUrovidesetor ali relevant details concernine the voperations of the 
trust. It thereby excludes the application of most requirements which would 
otherwise affect the trust under trustee acts or corresponding legislation for 
such requirements ordinarily apply only in the absence of specific provision 


in the trust instrument. 


eet .0 Because the trust agreement and the declaration of trust are subject 

to minimal legal restrictions governing their content, the mutual fund 
organizers have very great flexibility available in the decision as to what the 
relevant provisions should be. Few of these agreements and declarations give 
any voting rights to the unitholders. Apart from this, their terms are gener- 
ally fair to the unitholders, but vary greatly as to detail. The only way to be 


reasonably sure of the rules applicable to a particular unincorporated fund is 
rae) 


by an analysis of the trust document, which is usually not available to the 
unitholder. Many of its more important provisions are outlined in the pros- 
pectus, but that may not® bevavailable either. Serinally jethe=-actathacGmmany sor 
these documents are subject to amendment without prior consent of the unitholder 
may decrease the value of disclosure even where full disclosure is made. In 
this report we make recommendations designed to clarify the position of mutual 
funds organized as trusts and to minimize the differences between regulations 


applicable to them and those applicable to incorporated mutual funds. 


(d) Restrictions Imposed as a Result of 
Income Tax Considerations 


1.59 Income tax considerations are perhaps of greater importance in an 
analysis of a financial institution ‘than, would»bentrue!l with fany other 
type of business operation. Dollars are capable of rapid movement, and persons 
dealing with financial institutions give great weight to tax considerations in 
deciding whether to deal or continue to deal. A change in the incidence of tax 
either) on the organization itself or on) those) who investjiinja ticanthaves an 


immediate and marked effect on the success of any financial institution. 


L<60 Without doubt, the most important constraint presently imposed on 
Canadian mutual funds as a result of income tax considerations arises 
from the distinction in existing law between capital gains and income. Every 
Canadian mutual fund now in operation desires to have its profits resulting 
from purchase and sale of securities, as opposed to dividends and similar reé= 
ceipts, treated as capital gains rather than income. The reason for this: ismas 
compelling as it 1s obvious: ‘capital gains savespresently not Subiectsco mineame 


Gabe. 


dred There’ are no cases which precisely delineate the distinction between 
capital gains and income in the present context, and no official 

regulations dealing with the point are available. The accepted distinction 

is between a profit made on the sale of a security acquired for investment, and 

one made on the sale of a security acquired for trading purposes only. Yet 

this distinction is not particularly helpful, for the ditterence petweenetcac@as 


and investment is not precise. For this reason, the investment managers of 
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Canadian mutual funds endeavour to operate their portfolios in such a way that 
their policy will be regarded as investing rather than as trading. This is 
done principally by restricting the extent of portfolio turnover. This factor 


has influenced the trading policies of Canadian mutual funds. 


1,62 The Royal Commission on Taxation* recommended certain basic changes 
in Canadian income tax law, one effect of which would be to make the 
distinction between capital gains and income no longer relevant to the taxation 
of mutual funds. At the time of writing, it is not clear whether this aspect 
of that report will be implemented but in the preparation of the present report 
we have avoided any recommendations which are premised on an assumption concer- 
ning the continuance or otherwise of the constraint on portfolio turnover im- 


posed under the existing income tax law. 


L030 While the point dealt with above is the most important income tax 
consideration in mutual fund operations, a number of other constraints 
also arise under income tax law. The nature of these constraints varies con- 
siderably between mutual funds, depending upon the categories in which they 
fall for income tax purposes. Because these categories and their implications 
are highly technical, and because recommendations for changes in income tax 
lawsdornot ital within our purview, a‘description«<of theseyrulesiis aiancluded 
in an appendix. References to Appendix "C" are made where relevant in this 
nepert, 
(e) Restrictions Resulting from Ethical Considerations; 
the Rules of the Canadian Mutual Funds Association 
1.64 No amount of governmental control can replace a sense of pride and of 
ethical conduct on (the part of the andustry or the persons being regu- 
lated. Government can deal with overt conduct capable of legislative categori- 
zation; only the individual can determine whether a particular action is one 
that he "should" take in an ethical,.sense. Individuals can rarely, however, 
determine the dictates of ethical standards on difficult questions of business 
judgment without guidance from sources which represent the judgment of their 
peers. This means that there is need for defined criteria of proper ethical 
* Royal Commission on Taxation, Report, Ottawa: Queen's Printer, 1966. 
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conduct, even though the criteria may not be completely precise and the sanc- 
tions for their violation may not be as effectiveras.those for thewiolationio£ 
legislative requirements. In this section, we discuss the principal sources of 
ethical standards which influence participants in the Canadian mutual fund in- 


dustry. 


E65 There are two principal sources of criteria for ethical conduct in the 
Canadian mutual fund industry; practices in the United States deve- 

loped under the Investment Company Act of 1940, ("the 1940 Act"), and the Re- 

gulations and Code of Ethics of the Canadian Mutual Funds Association 

("GAMSF. Ao)? a this! divisioneis tor purposes? ofttanalyswsiton ly : et hemicwoms omer 4 


are closely related, and the problems dealt with by them are almost identical. 


1.66 The Investment Company Act of 1940 was passed by Congress after the 
Securities and Exchange Commission had established the existence of 
flagrant abuses in the investment company industry.* While most of those abuses 
involved closed-end investment companies, the open-end investment companies 
(mutual funds) were not spared censure in the report and the entire industry 
as it then existed in the United States was) tarred witiithe brush sonvabusime 
practices. As a result, the 1940 Act contains extensive: and detailed rules 
governing the operations ‘of the organizations subject) tom tii fisuch muleswnave 
been elaborated and expanded upon by the Securities and Exchange Commission in 
its administration of the legislation. These rules have had a major impact on 
the Canadian mutual fund industry. Perhaps the most important reason is in- 
dicated by the following quotation from the brief submitted to us by the Cana- 
dian Mutual Funds Association: 
It should be noted that the present levels of mutual fund sales 
charges may well have been established without regard for the 
economics of the industry at its inception. In large part they 
appear to have been modelled on those prevailing in the U.S., 
possibly because the original entrants in the Canadian industry 
were spawned by U.S. organizations. 
Apart from the carry-over by United States organizations of their practices into 
Canada, the 1940 Act has influenced Canadian securities administrators in the 


i 
* S.E.C. Report on Investment Trusts and Investment Companies (1938-40), 
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imposition of discretionary requirements on mutual funds. In addition, the 
Canadian Mutual Funds Association has followed certain of the precepts of the 


1940 Act in the formulation of regulations applicable to its members. 


La eye While the similarities between practices in the United States and 
Canada are of great importance, their extent should not be over- 
emphasized. The provisions of the 1940 Act are helpful as guides to ethical 
conduct, but even the most ethical participants in the Canadian industry look 
principally to the spirit. rather than thesletter of those provisions. Important 
examples of provisions in the 1940 Act accepted in spirit by ethical partici- 
pants in Canadian mutual fund industry include those concerning self-dealing 
transactions; abusive transfers of management and sales contracts; trans- 
actions inconsistent with the investment objectives of the mutual fund; and 
simular naeters.e dherrelevances offandmdeygrees ode need? for more specific pro= 


visions on these matters in Canada are considered elsewhere in this report. 


1.68 Thessecond principal, source of ethical criteria, for the Canadian 
industry is the Code of Ethics and Regulations of the Canadian Mutual 
Funds Association. The history and position of the C.M.F.A. are considered in 
PaplLorexi \erOLrethiisareport. lt 1S Sutficientehere. to note that it) is an in- 
dustry association which represents the vast majority by dollar value of assets, 
but not by numbers, of Canadian mutual funds. At December 31, 1967, its members 
included 36 of the 106 Canadian-organized mutual funds* qualified for sale in 
Canada, with approximately 86% of the assets of such mutual funds. Its member- 
ship includes no mutual funds organized outside Canada, Shares or units of all 
mutual funds that are members of the C.M.F.A. are sold at basic sales charge 
rates in excess of 8.0%, which indicates that none makes its primary appeal to 
the shopping goods segment of the market as defined in paragraph 2.42. The 
principal distribution technique of most C.M.F.A. members is the direct sales 


force. 


* At the end of 1968, of 117 Canadian-organized mutual funds, 41 belonged to 
Lhe CoMF A. 
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1.69 The C.M.F.A. requires as a condition of membership that its member 
organizations adhere to a code of ethics and regulations in their sales 
practices. Not surpisingly, some of the provisions contained in the code of 
ethics and regulations seem designed to avoid certain types of competition with- 
in the mutual fund andustry rather than to contribute to the protection of athe 
investor. Examples include restrictions on the transfer of salesmen between 
organizations, and restrictions on the use of performance comparisons. Most of 
the restrictions are, however, designed for investor protection, and the rules 
they embody are in large part derived from the 1940 Act, regulations thereunder 


and the rules of self-regulatory industry associations in the United States. 


AGA The C.M.F.A. code of ethics and regulations includes restrictions on 
the investment practices of member mutual funds which are substantially 
similar to the limitations imposed by securities administrators and outlined in 
paragraphs 1.47 and 1.48 above. It also includes provisions as to the indepen- 
dence of directors based on the corresponding rules embodied in the 1940 Act. 
At least. 40% of the board of directors of a mutual fund which is a membersotecie 
C.MoF.A. must be “independent directors whosavresnei ther directors, ofe cersn 
employees or equivalents, of the management company or the underwriter or con- 
tractual distributor of the mutual fund."* We comment in paragraphs 6.34 and 
6.35 on the extent to which C.M.F.A. members actually abide by this provision. 
The code of ethics and regulations does not include provisions similar to those 
in the 1940 Act which specify certain specific responsibilities to be vascumec 
by the independent directors. Nor does it include a definition of "independent 


aqirector™ similar to the relevant definition in the 2940 Act, 


Ay etsek The points outlined above are the major areas included in the C.M.F.A. 

requirements, but a number of other specific questions are also con- 
sidered. Most of the rules are desirable and in the best interests of the pub- 
lic investor. While our recommendations in most cases go beyond the C.M.F.A. 
rules, we believe that those rules have contributed to an improvement in the 
ethical standards of the Canadian mutual fund industry. 


a 


* Canadian Mutual Funds Association, Regulations, 1(b). 
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Rotz Most members of the Canadian mutual funds industry attempt, we believe, 
to adhere to a high ethical standard. The criteria referred to in pre- 
ceding paragraphs have had a beneficial effect in providing guidance to such 
persons. There is, however, a segment of the industry with lower ethical stan- 
dards; the aspect of industry operations where that is the most serious prob- 
lem is the distribution function. In this report we make a number of sugges- 
tions designed to lend precision to ethical standards and further to improve 


the extent of adherence to those standards. 


wl, 


CHAPTER II 


DISTRIBUTION OF MUTUAL FUND SHARES OR UNITS; 


THEOCOMPE LL LIVE SPOS) TLON 


Zed The entrepreneurial reward of mutual fund organizers is derived from 
two principal sources: compensation for management, and profit on dis- 
tribution of shares or units. Compensation for management is almost invariably 
determined partially or entirely by the amount of the total net assets of the 
mutual fund. It can therefore be increased through accretion in value of the 
portfolio, or through sales of shares or units. We have found that rate of 
return, which is largely a function of accretion in portfolio value, is of great 
concern to potential purchasers and a superior rate of return can have a fa- 
vourable effect on sales. This means that the production of a favourable rate 
of return and.a high rate of sales are closely related, and are the twovendea= 
vours that can result in high entrepreneurial rewards. They account for the 
bulk of the effort involved in mutual fund operation. Most of this report is 
devoted to them or to matters related to them. In this chapter we summarize 
some of our more important factual conclusions as to the distribution function; 


the next chapter considers the investment management function. 


22.02 An oft-quoted aphorism of the mutual fund industry is that shares or 
units of mutual funds "are not bought, they're sold". Like many 
aphorisms, this represents an over-simplification of a complicated situation but 
contains a significant element of truth. Traditionally, the market for mutual 
fund shares or units has been regarded as a market in which potential purchasers 
must be convinced that the suggested investment is desirable and appropriate for 


them. We decided at an early stage of our work that it was necessary for us not 


Die 


only to study the mechanics and procedures involved in the marketing process, 

but also to examine this assumption and its implications. We felt that infor- 
mation on both points was essential to the formulation of recommendations with 
respect to the marketing of mutual fund shares or units, and would provide highly 
relevant background information to other questions being considered. The present 


chapter describes the factual conclusions we have reached on these matters. 


Channels of Distribution 
203 The mutual fund industry makes use of three principal channels of dis- 
tributionyonssales outlets tinsthessale to theepublictobssharées or 
units: brokers, independent sales forces, and direct (or captive) sales forces. 
Other financial’ institutions that sell mutual funds rely on their usual dis- 
tribution techniques, commented on where relevant elsewhere in this report. Not 
all distribution companies make use of all three techniques. Some mutual funds 
sponsored by brokerage firms are available only through their sponsoring firms. 
The distribution companies that aim at a wider market usually place principal 
emphasis either on a direct sales force or on brokers and independent sales 
forces. Those that sell through a direct sales force may or may not also sell 
through brokers and independent sales forces; some sell a large volume of 
Shares or units through the latter channels, while others refuse as a matter of 
policy to accept orders from brokers or independent sales forces. Those that 
follow the latter policy do so in the belief that it will contribute to the 


morale of the salesmen on their direct sales forces. 


2.04 Historically, sales through brokers who handle mutual fund shares or 
units as part of a general securities business form the oldest 

channel for their distribution in Canada. The first major public Canadian 
mutual funds, Canadian Investment Fund, Ltd. and Commonwealth International 
Corporation Limited, each of which commenced operations in 1932, were both ori- 
ginally sold in this way. Brokers continued to be the principal sales outlet at 
least until the mid-1950's. While statistics set out below make it clear that 
direct sales forces now far surpass brokers in importance as a channel of dis- 
tribution, a large volume of mutual fund shares or units continues to be sold 


through brokers. Many commentators on the mutual fund industry consider sales 
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through brokers to be “better" than sales by direct sales forces, on the theory 
that the broker has available a variety of mutual funds among which to select and 
can assist his client to choose the one best suited for him. We agree that sales 
made on the basis of a comparison designed to select the mutual fund best suited 
for the purchaser are highly desirable, and we make recommendations in this 
report designed to increase the percentage of sales made in this way. We do not 


agree that all sales through brokers are, in fact, based on such a comparison. 


2005 A number of brokerage firms have established separate mutual fund 
departments composed of persons exclusively or almost exclusively en- 
gaged in the sale of mutual fund shares or units. These salesmen engage in 
active solicitation of orders, following procedures similar to those used by 
salesmen on direct sales forces. While they usually are able to provide their 
customers with a choice among several mutual funds, our observations indicate 
that great emphasis is frequently placed on a particular mutual fund. This em- 
phasis may result as much from the nature of the compensation currently offered 
by the distribution company of ‘that mutual fund for ®sales of®its shares of*unee 
as /fromia “decision by the seller that 1 as the best’mutual/fundsavailables 
Certainly the distribution companies that rely on widespread distribution through 
brokers consider it essential to provide maximum compensation for sales. We do 
not criticize either the creation by brokerage firms of mutual fund departments, 
or the emphasis by their salesmen on a particular mutual fund; both are natural 
developments of the current market. We do feel that sales effected through these 
mutual fund departments should not be regarded as inherently "better" than other 
types of sales. The comments made in this paragraph are also applicable to in- 


dependent sales forces, discussed in the following three paragraphs. 


2.06 The second channel of distribution is independent sales forces special- 

izing exclusively in the sale of mutual fund shares or units. Composed 
in large part of persons who were formerly salesmen on direct sales forces, they 
are independent organizations which ordinarily sell only mutual funds but in a 
few cases are also able to provide purchasers with debt securities such as 


short-term notes and Canada Savings Bonds. Each independent sales force has 
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arrangements with the distribution companies of a number of mutual funds which 
enable it to make available a variety of mutual funds to its customers. In many 
cases salesmen on independent sales forces receive a higher proportion of the 
sales charge than would be available to them as members of direct sales forces, 
at least of the larger direct sales forces, since the latter must allocate a 


Significant portion of the sales charge to regional or district managers. 


Ae OW Independent sales forces are a comparatively recent development in the 
Canadian mutual fund industry. While their growth has been rapid, 

they are still small by comparison with other channels of distribution. We col- 
lected statistical information from 17 of these organizations although perhaps 
twice that number operate in Canada; our difficulty in the collection of infor- 
mation from the remaining organizations was largely attributable to their small 
Sl zeeancdelackwotrclerical staff. .«Thesl7 .organizationsshadsastotal,»of 341~full 
or part-time salesmen at June 30, 1967; it is probable that their average number 
of salesmen was greater than that of the other independent sales forces. Not one 
of the organizations from which we collected information existed prior to 1960, 
and it is still too early to make a prediction as to their prospects in the long 


term. 


2.08 In paragraph 2.05 we comment that the pressure on a distribution com- 
pany to provide maximum compensation for brokers in order to persuade 
them to sell shares or units offered by it rather than those offered by another 
distribution company also applies with respect to independent sales forces. 
This is one reason why the continued growth of independent sales forces might 
well have a considerable influence on the Canadian mutual fund industry. Sales- 
men on direct sales forces are increasingly aware that it is open to them to 
resign and to join or to form an independent sales force. This means that the 
direct sales forces must compensate their salesmen sufficiently to prevent them 
from taking that step. Even apart from this, the direct sales forces would be 
under pressure to compensate their salesmen as well as possible; the existence 
of independent sales forces ensures that the pressure is at least as intense as 
is the corresponding pressure with distribution companies that sell through bro- 


kers and independent sales forces. 
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2.09 The third, and by far the most important, channel of distribution for 
mutual fund shares or units in Canada is the direct sales forces. 

The first of these were created in the late 1930's and early 1940's; of the two 
organizations mentioned in paragraph 2.04, Canadian Investment Fund, Ltd. es- 
chewed this approach but Commonwealth International Corporation Limited adopted 
it at an early date. Its distribution company and those of some other mutual 
funds established forces of salesmen who sold shares or units of only one mutual 
fund, or of two or more mutual funds under common management. Despite their late 
beginning, the direct sales forces rapidly grew in importance with the greatest 


spurt in number of salesmen occurring during the 1950's. 


2710 In 1950 Investors Mutual of Canada Ltd. was formed and the salesmen 

of Investors Syndicate of Canada, Limited, which had been distributing 
investment contracts since 1940, were enabled to offer potential purchasers 
their choice between investment contracts and mutual funds. In 1957, United 
Accumulative Fund Ltd. was formed and the companies responsible for distribution 
to the public of its shares, United Investment Services Ltd. and United Invest- 
ment Services (Quebec) Ltd., soon developed the largest direct sales force in 
the country. Sales through direct sales forces rapidly passed sales through 
brokers as the most important channel of distribution, and the direct sales 


forces continue to expand. 


Zell We collected detailed statistics on the Canadian direct sales forces 
that offered shares or units of a mutual fund or of associated mutual 
funds qualified for sale in Canada at December 31, 1967, and having aggregate 
total net assets at that date in excess of $5 million. Our information on the 
remaining direct sales forces is less detailed. Those in the former category 
had a total of 2,726 full or part-time salesmen at the end of 1962; the cor- 
responding figure at the end of 1967 was 5,682. The percentage of part-time 
salesmen was stable throughout this period, at about 15% of the total. At the 
end of 1967 there were 140 salesmen associated with the direct sales forces 
which are not included in the above statistics because the mutual fund or mutual 


funds sold by them had total net assets of $5 million or less. 
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Dots All except one of the direct sales forces listed in Table II-A dis- 
tributed more than one mutual fund, and the one exception has since the 
date at which the table was prepared become associated with another mutual fund. 
This development of mutual funds under common management is in large part a 
result of the use of direct sales forces. It has been found desirable for the 
salesman to have available a choice of mutual funds with different investment ob- 


jectives; this is colloquially referred to as a "stable" of mutual funds. 


Pee AGS One other aspect of direct sales forces should be mentioned: they are 

expensive to establish, and are only feasible for organizations prepa- 
red to make a substantial investment. This may be one reason why the two 
largest direct sales forces in Canada, the United and the Investors organi- 
zations, were both originally established by large organizations from the 
United States. Probably because of the expense involved, the direct sales force 
aspect of the industry is dominated by a comparatively small number of organi- 
zations. That is made clear by Table II-B. 

TABLE II-B 


CONCENTRATION OF DIRECT SALES FORCE 
SALESMEN BY REGION AT JUNE 30, 1967 


No. of sales- of salesmen in each geographical area associ- 
men active ated with the indicated number of the largest 
distribution companies 


Atlantic Provinces 


Note: This table indicates the percentage of the direct sales force salesmen in 
each of the geographical regions whe were associated with the largest, 
and the two, three, four and five largest distribution companies. One 
distribution company, with the seventh largest direct sales force in 
Canada, could not provide us with a breakdown of its Western Canada 
salesmen among the four Western provinces. It is therefore not reflected 
in the percentages for Manitoba, Saskatchewan, Alberta and British 
Columbia; its total number of salesmen in the four provinces at 
Junev3s0,eLo Gy swasecLi7e 
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2.14 While the differences among the three channels of distribution are 
important, one similarity is even more important. Regardless of the 
channel of distribution used, the distribution company retains little of the 
sales charge levied. As a result of the factors referred to in paragraphs 2.05 
and 2.08, distribution companies find it necessary to pay most of the sales 
charges to the broker, independent sales force, or direct sales force respon- 
Sible for the sale. The levels of sales charges prevailing among the more 
widely distributed mutual funds are discussed in the next section; 75% or more 


is usually paid by the distribution company to those responsible for the sale. 


Ra ES An approximate indication of the relative importance of the three chan- 
nels of distribution described above is provided by the fact that 

in 1967 78% of total sales of mutual fund shares or units (not including invest- 
ment funds of trust companies) were made through direct sales forces, 17% 
through brokers, and the balance of 5% through independent sales forces and 
other channels. These statistics are adjusted to exclude the sales referred to 
in paragraph 13.81 ; if those transactions were included, the corresponding fi- 
gures would be 66% through direct sales forces, 30% through brokers, and 4% 


through independent sales forces. 


Terms of Sale of Mutual Sund 


Shares or Units; the Contractual Plan 


Er, LO While shares or units of mutual funds are legally securities, as are 
shares of public companies, they are in practice sold in very different 
ways. This is in part a consequence of the fact that mutual funds are ordina- 
rily engaged in continuous distribution of their securities and are always 
required to redeem their outstanding securities on demand by the holders. The 
differences are, however, more fundamental than this. The distribution com- 
panies treat mutual fund shares or units as a product, to be packaged in the 
manner most likely to produce a sustained high volume of sales. Great flexibi- 
lity is available to the distribution company in its packaging arrangements, for 
there is ordinarily no meaningful limit on the extent to which it can call on 
the mutual fund to issue shares or units or to accept them for redemption at net 
asset value. We discuss the computation of net asset value in ChapterXIII; for 


present purposes, it is sufficient to assume that the net asset value of a share 
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or unit is the worth of the proportionate part of the mutual fund portfolio 
that it represents. The distribution company may, then, sell shares or units on 


any basis it sees £it; provided *that the price is not less™than-net asset value, 


Delt, The following discussion does not relate to all mutual funds, or to 

all distribution companies. It applies only to those which levy 
(subject to the volume discounts described below) sales charges at the pre- 
vailing maximum rate of between 8% and 9% of the amount paid by the purchaser. 
Table II-C clearly indicates that the vast majority - some 61.9% of mutual funds 
by number and 91.8% by dollar value - of mutual funds sold in Canada are sub- 
ject to sales charges at this rate, with the bulk clustered at 8.5%, or almost 
exactly 9.3% of the amount invested in the mutual fund. The competitive factors 
relevant to this rate and the position of distribution companies that levy lower 
rates are discussed in the next section, but it is worthy of note here that 
securities administrators have exercised their discretionary authority to pre- 
vent the development of a higher rate. 


TABLEVDI=¢ 


SALES CHARGES LEVIED ON SALES OF SHARES OR UNITS 
OF MUTUAL FUNDS QUALIFIED FOR SALE IN CANADA AT DECEMBER 31 1967 


Sales Charge Levied on Minimum 


Size Purchases as a % of Amount 
Paid by Purchaser 


Number of | ‘Percentage of Aggregate’ Total 


Mutual Funds | Net Assets of all funds (1) 


NOMS BlCS SCA WOOL.) es otnse cst avers, orece 
Qi GEOR Oth ceteerete ters stokes tebe ieee. s 
OVE 2 st Om4 pateeteta sos 6 6 etal s. ai alates 
Ovieree4?y sLessrtthan: Stee. 00.1 .1.2.. 
OViETG LESS etn ames. Sainte eres ocs 
EXAGtL ya Sy, iors sPevkerete <ttaltchavers shia 
OVERS oVeLeSS* Gliam OG eters.» wre. s1s 
EXAC CLy MO Pera. tree: etic: eater acl tater 
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(als) Twelve United States organized mutual funds sold in Canada are reflected 
on the basis of the portion of their total net assets represented by 
shares or units held by Canadians. 

Z.16 The sales charge structure is the fundamental part of the distribution 

scheme adopted by distribution companies that levy the prevailing rate 


of sales charges. Each "package" for the sale of shares or units really in- 


volves an adjustment in that structure, either in the level of charges on a par- 
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ticular type of transaction or in the manner in which the charges are collected. 
Every distribution company, without exception, which ordinarily levies a sales 
charge of 8.0% or more also provides reduced rates for large volume purchases. 
The exact arrangements differ considerably between organizations, but that used 
in the distribution of mutual funds managed by United Funds Management Ltd. is 
typical. The 8.5% rate is levied on sales of less than $5,000. Above $5,000, 


the sales charge structure is: 


on a sale of $ 5,000 to $ 14,999 the rate is 8% 
onea salerof $. 15,000) to $424,999atheyrateriss 7% 
om aesale sot 13. 425.,000.to o$ 49,999 ethe ratesiso; 
on a sale of $ 50,000 to $ 74,999 the rate is 5% 
on a sale of $ 75,000 to $ 99,999 the rate is 4% 
on a sale of $100,000 to $149,999 the rate is 33% 
on a sale of $150,000 to $199,999 the rate is 23% 
on a sale of $200,000 to $499,999 the rate is 2% 
on a sale of $500,000 or more the rate is 1% 


The sales charge structure for shares of the most recently organized mutual fund 
managed by United Funds Management Ltd., United Venture Fund Ltd, differs from 
that quoted: above for smaller sales. The basic: rate is 9% of the amount paid 

by the purchaser, which is reduced to 83% on sales of $5,000 to $14,999 and 

to 83% on sales of $15,000 to $24,999. For larger sales, the rates are as 


quoted above. 


Hg a It is of interest that the sales charges levied by the United organi- 
zation under the rate structure quoted above on sales in excess 

of $150,000 are at a lower rate than those previously levied. The reduction 
presumably constituted a response to competitive pressures. In 1962, the rate 
on sales in excess of $500,000 was 3%. At least one other major distribution 
organization has reduced its rates on large sales, and has also introduced a new 
mutual fund for which it charges a 9% rate on small sales. Each of these com- 
panies, and many other distribution companies (fourteen of twenty-two which 
advised us of their policies in this connection) are prepared on large sales, in 
excess of about $500,000, to negotiate an even lower sales charge than that 


which would be levied under the normally applicable schedule. It is noteworthy 


that while the basic 8.5% rate is substantially higher than corresponding stock 
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exchange commission. rates, even under the quoted schedule the sales charge on a 
large purchase may be less than the commission rates payable on an investment of 
corresponding size in stock exchange-listed securities. This difference 

is accentuated when an even lower rate is negotiated for the mutual fund pur- 
chase. This fact opens certain possibilities for abuse through short-term 
transactions which are considered in paragraphs 13.80 to 13.88, The signi- 
ficance of these sales charge arrangements from a competitive standpoint is 


commented on in this chapter. 


SRN The appeal of reduced sales charges is not limited to large volume pur- 
chasers on a lump sum basis. Many distribution companies compute the 
sales charge applicable to each purchase by reference not only to the amount of 
that purchase but to other holdings of the purchaser in mutual funds distri- 
buted by the same company. In this way the benefits of reduced sales charges 
are made available even to purchasers who do not purchase as a single investment 
but make a number of smaller purchases over a period of time. In even more 
cases the purchaser is permitted to sign a letter of intent in which he indi- 
cates his intention to invest a specified dollar amount in the mutual fund 
within a fixed period, usually twelve or thirteen months. In these cases, the 
advantage of the lower sales charge on the total amount is extended to the pur- 
chaser either by the application of the lower rate to all sales during the 
period or by the use of the usual rate on the initial purchases and an appro- 
priate adjustment when the total purchases reach the amount required for the 


lower rate. 


OY gl. There are a few other instances in which the usual rate of sales char- 
ges is lowered or no sales charges are levied. Almost all distri- 
bution companies of mutual funds that pay dividends waive any sales charge on 
reinvestment of those dividends, although some apply a service charge. Partly 
as a result of the lack of a sales charge, the rate of dividend reinvestment is 
usually very high; with at least one major mutual fund over 99% of every di- 


vidend distribution is reinvested automatically for additional shares. 
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Raa As noted in paragraph 2.12, a distribution company that relies on a 
direct sales force is almost invariably associated with two or more 
mutual funds with different investment objectives so that salesmen may provide 
the purchaser with a selection. Most such distribution companies extend to pur- 
chasers the right to transfer between mutual funds without payment of sales 
charges. This right is comparatively little used in practice, but we understand 
that its availability is regarded as a valuable point to refer to in a sales 
mpresentationsien tothermwords, mt addsuto the attractiveness’ of ‘the "package". 
In most cases there is a restriction on the right of free transfer, such as that 
It May not be used more frequently than ance in each year, but these restric- 
tions are often not enforced. In some cases a service charge is applied on 


these transfers. 


Ber23 ieendesexaption jabovewincludes aliithencasesin Wwhichtiios t) dis tri- 
bution companies are prepared to permit a reduction from the basic 
sales charge rate. Technically, there are no instances in which distribution 
Polpantes ofdinanpiyelevy va Sales)change haghen thanitheimibasicirate. * There 
is, however, one very important case in which purchasers in practice pay more, 
and often considerably more. This is the contractual plan, a very important 
package for sales particularly through direct sales forces. Under these plans, 
the purchaser indicates his intention (no legally binding commitment is assumed) 
to make fixed regular payments at specified intervals, usually monthly, over a 
specified period of time. Details of contractual plans vary considerably be- 
tween organizations; only an outline of their most important elements is neces- 
sary here. All are designed to enable the distribution company to receive a 
disproportionate part of the purchaser's sales charges early in the life of the 
Dilatatel tts true sot, mutual fund «shares ior unitsias tof other) 2tems’ sold on an 
instalment basis that the salesman who sells them in this way is anxious to ob- 
tain his compensation as quickly as possible rather than wait for the comple- 
tion of instalments. The contractual plan facilitates this, although it is 
important to note that the purchaser under a contractual plan receives his 
shares 0% units, only as'sthey are paid) for;,ithe, plan differs in this respect from 


the instalment purchase of a car or similar commodity. 
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2.24 If the purchaser completes the investment programme contemplated by the 

contractual plan, the total sales charge levied is at approximately the 
same rate asi the basic rate of about 8.5%, ‘although administration "fees *usually 
increase deductions to between 11% and 12% of the amount paid. In a few cases 
the sales charges are lower where the total purchase is higher or the separate 
instalments are higher, although there is little consistency between organi- 
zations with respect to details of this type. Each distribution company appears 
to have designed the terms of its contractual plans to provide a saleable 


package with maximum compensation to the salesman. 


225 The critical feature of contractual plansiismnotethesratesobesales 
charges but their manner of payment. To provide the salesman with his 
compensation as early as possible, a disproportionate part of the total sales 
charge is paid either at the outset or during an initial period, usually the 
first year. Here, again, the exact mechanics differ considerably between or- 
ganizations, although constraints are imposed by the securities administrators. 
The most important constraints deal with the proportion of payments during an 
initial period, usually the first thirteen instalments, that may be deducted as 
sales charges. There are two principal patterns followed in the detailed 
arrangements. Under the first, referred to by us as prepaid sales charges, an 
initial payment is made equal in amount to two or more of the instalments which 
the purchaser has undertaken to pay. No part of the initial payment is invested 
in the.mutual fundsat the. outset;) instead, al portion oft teismaddedeto teqan 
succeeding instalment until the initial payment is exhausted, which usually does 
not happen until the final instalment. Should the purchaser cease to pay in- 
stalments at any time before the initial payment has been fully absorbed, he 
loses the remaining balance of the initial payment, and is left with the shares 
or units purchased by that portion of his payments which remained after de- 
duction of sales charges and service fees. The prepaid sales charge procedure 
is used by only a few distribution companies, but it is also used by Capital 
Accumulation Plan Limited and Comptoir Economique de Fonds Mutuel Ltée, two 
Organizations formed to service and administer contractual plans on behalf of 
brokers. These two organizations are discussed in greater detail in paragraphs 


ie ON) We COny e558 
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226 Far more prevalent than the prepaid sales charge arrangement is the 
type of contractual plan usually referred to as the front-end load 
plan. Under such plans sales charges are deducted at a high rate, usually be- 
tween 40% and 50%, from payments during an initial period, usually between 
twelve and fifteen instalments; in a few cases a longer initial period is used 
and the percentage deducted is smaller. Deductions from subsequent payments are 
in amounts such that at the end of the plan the correct total amount has been 
deducted. This means that the rate of deduction from payments after the initial 


period is lower than the basic sales charge rate. 


A aR | A variant of the contractual plan, which we do not regard as a true 
contractual plan, was made available until 1967 by Investors Syndicate 
Limited. Sales charges were deducted from instalments at the basic rate, but 
the investor was required to pay a cancellation or redemption fee if he failed 
to complete the plan. The company has advised us that it abandoned this plan, 
which was more favourable to the purchaser, in favour of a front-end load plan 
because it could not otherwise compensate its salesmen on a competitive basis. 
In spite of the fact that the plan formerly sold was not a contractual plan as 
we define the term, it was sold in the same way and served the same purpose for 
investors. Such plans are therefore, except where the contrary is specifically 
indicated, included in the statistics concerning contractual plans provided 


imeathirsy chapter, 


2.28 Contractual plans are of considerable importance to the Canadian mutual 
fund industry. Data compiled by us indicate that the number of plans 
sold in 1966 was just under 56,000 and that approximately the same number were 
sold in 1967. They are of particular importance for some distribution com- 
panies; they form over 50% of outstanding accounts for at least two distri- 
bution companies, and over 40% for an additional five companies. In none of 
these cases did the net asset value of the shares or units held in contractual 
plan accounts constitute over 30% of the net asset value at December 31, 1967 
of outstanding shares or units of the mutual funds distributed by the distri- 


bution companies concerned. 
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ee20 The principal appeal of contractual plans is to purchasers who are 
able to put aside comparatively small amounts of money by regular in- 

stalments, usually monthly. Of the 207,898 contractual plans outstanding at 
June 30, 1967, only 48 plans called for instalments of less than $10. However, 
approximately 47% called for instalments of $10 to $24.99; 31% for instalments 
of $25 to $49.99; and 22% for instalment payments of $50 or more. 53% of 
outstanding plans were for ten year terms; the next two terms in popularity 
were fifteen and twenty year plans, with 33% and 14% respectively of those 


outstanding. 


2250 Both types of contractual plan, the prepaid sales charge and the front- 
end load, weigh heavily on the purchaser who fails to fulfil his pro- 
gramme, although their exact impact is dependent on the terms of the particular 
plan and the stage at which instalments cease. The purchaser under a front-end 
load plan will lose a substantial portion of his payments if he terminates 
during the initial period, while the proportionate loss suffered by a purchaser 
under a prepaid sales charge plan will usually be greater for very early ter- 
mination and less for later termination; in each case these statements assume 
the non-applicability of the rescission rights described in Chapter XIV. 
Under either type of plan (except a prepaid sales charge plan where the initial 
payment is fully credited back prior to the last instalment, but these are un- 
common) the purchaser must complete all instalments if he is to minimize the 
percentage of his payments deducted as sales charges. Even when the purchaser 
does complete his programme the results of the investment will almost certainly, 
except sometimes in a declining market, not be as favourable as would be true 
if sales charges had been deducted at the same rate from all payments. This is 
because the excess amount deducted in the first year would otherwise have been 


invested, and hopefully earning a return, for a longer period. 


Zod In view of the fact that a contractual plan will rarely (except some- 
times in a declining market) produce a rate of return equivalent to 

that which would have resulted if the same instalments had been invested at the 

same times, as separate purchases subject only to the basic sales charge rates, 


it is relevant to inquire why they are bought at all. One answer is that the 
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person who is only able to set aside a few dollars a month could not purchase 
on a lump sum or separate purchase basis because most distribution companies 
refuse to accept lump sum purchases below a specified minimum amount, usually 
between $100 and $500. Some distribution companies make special arrangements 
for periodic payment plans under which each payment is invested on a lump sum 
basis; these are often called voluntary plans. The minimum size of monthly 
payments ordinarily accepted on voluntary plans is, however, more than many 
investors can afford. In spite of these restrictions, the well informed person 
able to afford only a small monthly payment could avoid the adverse consequences 
of the sales charge structure on contractual plans by accumulating his monthly 
payments until he had enough money to effect a lump sum purchase of the minimum 
size. So far as we have been able to ascertain, this practice is comparatively 


rare. 


Ze5z2 A second explanation of why contractual plans are purchased is that 

they provide an element of forced savings, since the investor who has 
made his first few payments is aware that he will lose money if he does not con- 
tinue to make payments. We explain our doubts concerning this argument in 
Paragraphs 10297) .torl0.101. In our opinion, the most important reason for 
the continued success of the mutual fund industry in the sale of contractual 
plans lies in the simple fact that salesmen are induced to emphasize them by the 
favourable commission structure, and that the persons to whom they are sold do 
not make adequate analysis of alternatives. This conclusion derives support 


from a number of the statistics set out in the following section. 


Competition in the Sale of Mutual Fund 
Shares or Units: The Nature of the Market 


55 We believe that competition should be relied on to the maximum feasible 

extent to regulate the operations of a free economy. We also believe 
that governmental intervention should be avoided where competition can effec- 
tively accomplish the same objective. In view of these tenets, we would regard 
effective competition as the best determinant of appropriate price levels, re- 
flecting as it does both the supply of and the demand for a particular product 
and the relative merits of competitive suppliers of that product. We have, 


however, concluded on the basis of our studies that sales charge levels in the 
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Canadian mutual fund industry are not determined by the operation of competition 
in the manner contemplated by accepted economic doctrine. We reach this con- 
clusion in spite of the ease of entry into the mutual fund industry and of the 
targe sumber of mutual funds operating in Canada, two factors that would 


ordinarily lead to the development of price competition. 


Ze04 In the next chapter we discuss the features that distinguish mutual 
funds, and conclude that the three principal determinants of their 
relative merits from the viewpoint of the investor are sales charges, management 
fees and quality of investment management. Ideally, all three should be taken 
into account by the prospective investor, and we discuss in the next chapter 
how they should be weighed in his analysis. On one of these three factors, 
quality of investment management, strong competition exists within the industry; 
this also is elaborated on in the next chapter. The? conclusion in” the preceaim, 
paragraph as to lack of competition at the consumer level relates only’ to saleés 
charges, although for reasons indicated in Chapter X we there conclude that 


it is also applicable with respect to management fees. 


2 o5 A number of the conclusions reached in the preceding section are of 
direct relevance here. Table II-C indicates the prevalence of between 
8.0% and 9.0% of the amount paid by the purchaser as the basic sales charge 
rate. The fact that mutual funds the shares or units of which are sold subject 
to that basic sales charge represent only 61.9% by number but 91.8% by dollar 
value of the Canadian industry indicates that those with lower sales charges 
(there are none with higher) are, on average, smaller. This tends to confirm 
the validity of the general assumption of distribution companies that sales 
charges must be kept as high as possible in order to provide maximum compen- 
sation to brokers and salesmen, an assumption which derives stronger confir- 
mation from other evidence, set out below. The business reasons for this 
assumption are described in paragraph 2.05 with respect to brokers and inde- 
pendent sales forces and in paragraph 2.08 with respect to direct sales forces, 


but they are essentially the same. 
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2.36 The obvious question which arises from the position described in the 
preceding paragraph is why sales charges are not higher than the pre- 
vailing rates. The explanation for this lies in the exercise by securities 
administrators of their discretionary authority. The rules imposed are 
described in paragraph 10.14; for present purposes it is sufficient to say 
that the prevailing basic rate is also the maximum rate. This means that as a 
result of competition to compensate brokers and salesmen the prevailing rate in 
the industry equals the maximum rate permitted by regulation. This explanation 
does not, however, alone resolve all the questions that may be asked. The most 
important unanswered question is how to account for the comparatively small size 
of the mutual funds sold at lower sales charges, or without sales charges. 
Other questions can also be asked. Why are the discounts on volume purchases 
found necessary? Why is it not possible to negotiate lower sales charges on 
small purchases as it is for large purchases? These questions must be resolved 


if the competitive position is to be satisfactorily explained. 


endl It will be noted that the questions raised in the preceding paragraph 
relate to two different types of competition: that between distribution 
companies, and that between sales outlets (brokers, independent sales forces and 
direct sales forces) of a single mutual fund. Competition in sales charges at 
the consumer level between distribution companies would take the form of re- 
Buculonset? sales scharges to reduce the cost of the product to the investor. 
Competition between sales outlets of a particular mutual fund would be mani- 
fested in reductions of sales charges by one sales outlet in order to attract 
purchasers of that mutual fund from another sales outlet. In the absence of 
co-operation from the distribution company, the latter type of competition could 


affect only the broker's or salesman's portion of the sales charges. 


GSK: Each of the two types of competition described in the preceding para- 
graph is desirable and necessary if competition is to be genuinely 
effective in the establishment of sales charge levels, and two preconditions 
must be present before they can operate effectively. The first precondition, 
without which neither type of competition will develop, is the existence of 


ability and willingness among mutual fund investors to compare sales charges 
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before making purchase decisions. In the absence of such ability and willing- 
ness, distribution companies will not be motivated to reduce sales charges and 
brokers and salesmen will not be motivated to reduce their portion of sales 


Charvese 


aeoo The second precondition relates only to the second type of competition, 
that between sales outlets of a particular mutual fund. Even if the 
first precondition is present and they are motivated by consumer pressure to 
reduce sales charges, they will not do so if they cannot. They must have the 
ability to reduce their portion of sales charge for the benefit of the pur- 
chaser if this type of competition is to develop. We have concluded that the 
first precondition is unsatisfied in a large portion of the market for mutual 
funds, and that as a result of policies followed by distribution companies the 


second precondition is also unsatisfied. 


2.40 The conclusions summarized above have had considerable influence in 
the formulation of recommendations made in this report, particularly 
the important recommendations in Chapter X concerning sales charges and manage- 
ment fees. For that reason we elaborate on these conclusions in some detail in 
the following subsections. The first subsection considers the nature of the 
market for mutual fund shares or units and the ability and willingness of pur- 
chasers to compare, particularly with respect to price. The second considers 
the extent of price competition between sales outlets of the same mutual fund, 


and the restrictions imposed by distribution companies on such competition. 


(a) Nature of the Market for Mutual Fund Shares 

or Units; Sales Charge Competition Between 

Distribution Companies 
Pap Our principal finding with respect to the nature of the Canadian mar- 

ket for mutual fund shares or units is that it is composed of two 

classes of investors, with such major differences between them that it is not 
misleading to consider them as separate markets. The first class consists of 
persons with reference to whom the saying that shares or units of mutual funds 
are "not bought, they're sold'' was coined. These are persons who would rarely 
seek out vendors of shares or units in order to invest in a mutual fund; even 


though such an investment may be appropriate for them, they will not purchase 
50 


until approached by a salesman. They will often purchase from the salesman who 
approaches them without first obtaining complete information as to the available 
alternatives, although many purchasers of this type are sufficiently know- 
ledgeable to inquire of the salesman as to quality of investment performance. 
Investors in this class are frequently referred to in this report as those for 


whom mutual fund shares or units are "unsought goods". 


2.42 The second class of purchasers consists of those who may be convinced 
by a salesman that mutual funds are appropriate for them, or may make 
the decision on their own, but who are prepared in either case to seek out the 
mutual fund most suitable to them. This they do by obtaining comparative in- 
formation on quality of investment performance, sales charges, management fees 
and any other factors they regard as relevant. Whether they rely on published 
analyses for this purpose or conduct their own analysis, they contribute to the 
type of informed market that is the first precondition of effective competition. 
Investors in this class are frequently referred to in this report as those for 


whom mutual fund shares or units are "shopping goods". * 


erg A To cast light on the questions here being considered, among others, we 
arranged for an extensive series of personal interviews with present 
and past holders of mutual fund shares or units purchased in lump sum purchases 
and under contractual plans. All persons interviewed held shares or units 
which were sold subject to a basic sales charge rate in excess of 8.0%. 
Statistics compiled in this consumer survey are illustrative of the distinction 
suggested in the preceding paragraph, although the validity of that distinction 
can in our opinion be amply confirmed on the basis of observation of the in- 
dustry. Table II-D based on responses to the consumer survey indicates that in 
a large majority of cases the salesman took the initiative in arranging the 
interview, and that in approximately half of all cases the sale was made in a 


single visit. Of those who replied that the initial contact was made on the 


* The analysis in the text of the "unsought goods" and "shopping goods" 
concepts and their application to the Canadian mutual fund industry is in 
large part based on a report prepared for us by Professors Paul Dell'Aniello 


and Pierre Lefrangois, Study of the Impact of the Marketing Policies of 


Mutual Fund Companies on the Canadian Investor, a report to the Canadian 
Committee on Mutual Funds and Investment Contracts, (Montreal, 1969). Fora 


fuller discussion of these concepts, they refer to E.J. McCarthy, Basic 
Marketing - A Management Approach (3rd Ed. 1968) Ch.12. 


51 


initiative of the salesman, 89% of contractual planholders and 85% of lump sum 
purchasers contacted no other organization prior to the purchase. On the basis 
of observation we know that salesmen frequently comment on comparative quality 
of investment performance but rarely on comparative sales charges or management 
fees. It is appropriate, then, to accept these statistics as confirmation that 
the bulk of persons who purchase mutual fund shares or units make no comparison 


on sales charges or management fees prior to the purchase. 


TABLE I1I-D 


SOURCE OF INITIATIVE FOR CONTACT WHICH LED TO SALES; 
NUMBER OF VISITS MADE TO PURCHASER BY SALESMAN 


(FIGURES IN PERCENTAGES) 


Contractual Lump Sum 
Planholders Investors 


Source of initiative for contact which 
led to sale 


> 
& 


of respondents taking the initiative.... 
who said salesman took the initiative... 
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Note: The information in these tables is based on responses made by persons 
interviewed in the course of the consumer survey conducted under the 
auspices of this Committee. 

2.44 Other replies made in the consumer survey provide further confirmation 
for the conclusion we have reached about the bulk of purchasers. These 

indicate not only that purchasers do not compare sales charges and management 

fees before making a purchase, but that most of them are not aware that dif- 
ferences exist on these points concerning which comparisons might be relevant. 

Respondents were asked about differences between mutual funds. Only 43% of the 

contrdctual planholders and 51% of the lump sum purchasers thought there were 


any significant differences between mutual funds. Of those who thought such 


a2 


differences did exist, 10% of the former category mentioned sales charges and 


the same percentage mentioned management fees, while 11% of lump sum purchasers 
mentioned sales charges and 13% management fees. By comparison, 46% of those 
respondents in each category of purchasers who thought that significant dif- 


ferences existed, alluded to performance. 


2.45 In connection with the above statistics, it is noteworthy that the 
brief of The Canadian Mutual Funds Association includes a discussion 
of competition which concludes that "a statistically significant relationship 
exists between a fund's past performance and its level of sales", and accepts 
this as "evidence that mutual fund investors, as a group, act as if they were a 
relatively well informed clientele". We regard this conclusion only as support 
for the existence of competition in the area of quality of investment per- 
formance. To the extent that it purports to relate to sales charge competition 
it is inconsistent with the statement quoted in paragraph 2.51, with which we 


concur. 


2.46 While the preceding discussion clearly indicates that most purchasers 
do not compare mutual funds on the basis of sales charges, a signi- 
ficant percentage of purchasers do make such comparisons. These are the pur- 
chasers to whom mutual funds are shopping goods. It is important to emphasize 
that their comparative analyses would not necessarily lead to the selection of 
a mutual fund with sales charges lower than the prevailing rates, for they 
might reject such mutual funds on the basis of quality of investment perfor- 
mance or size of management fees. In spite of this, we believe that such 
purchasers account in large part for the growth of trust company investment 
funds and the few other mutual funds that are sold with sales charges levied at 
ambasicirate of Jess than 8..03 or without sales) chargesp. These represented 
about 6.2% of the total net assets of Canadian mutual funds qualified for sale 
in Canada at the end of 1962, and about 8.2% at the end of 1967. The conclusion 
that their growth is largely attributable to purchasers who regard mutual funds 
as shopping goods is supported by a survey we conducted of holders of units 
issued by one trust company investment fund. 72% of them were not previously 


clients of the trust company concerned; 84% contacted the trust company on their 


a 


own initiative; and 82% of them regarded the absence of a sales charge as either 
the most important factor or one of several important factors that influenced 
their investment decision. Nor were sales charges the sole factor which in- 
fluenced their decisions; 59% said that before deciding they investigated the 
past performance of the investment fund. These facts add weight to the con- 
clusion that many participants in trust company investment funds had weighed the 
relative merits of mutual funds, giving due weight to sales charges and to other 
factors, and had decided that the trust company investment fund was appropriate 


for them. 


2.47 The other major indication of the existence of a shopping goods segment 
in the mutual funds market is the reduced sales charges on large 
volume purchases, and particularly the willingness of many distribution com- 
panies to negotiate even lower sales charges on very large purchases. The 
nature of these reductions is outlined in paragraphs 2.18 to 2.20. Since they 
are granted by the distribution companies and do not ordinarily vary between 
sales outlets of a particular mutual fund, they must be regarded as manifes- 
tations of competition between mutual funds rather than of competition between 
sales outlets of a single mutual fund. Distribution companies that ordinarily 
levy a basic sales charge rate in excess of 8.0% are not prepared to rely solely 
on quality of investment performance or on management fees to persuade large 
volume purchasers to invest in their mutual funds rather than in mutual funds 
that are available with a low sales charge or without any sales charge. With 
respect to sales charges, the large volume investor in Canadian mutual funds 
operates in a competitive environment; the extent of the competition is well 
indicated by the reductions made by two large distribution companies 
between 1962 and 1967, described in paragraph 2.19.8 It is»further*confirmedeny 
the willingness of most distribution companies to negotiate with large volume 
purchasers for even lower sales charges than those applicable under their pub- 
lished rate structures. The small volume investor, on the other hand, obtains 


the benefit of sales charge competition only to the extent that he is able to 
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select one of the mutual funds available at sales charges below prevailing 
rates, or without sales charges. This means that competition at the level of 
the smaller purchaser operates only between distribution companies, not between 


sales outlets. 


2.48 It might be said that the availability of volume discounts is attribu- 
table to economies of scale in handling large orders. While such 

economies may account for a portion of the difference, it is scarcely credible 
that they constitute an adequate explanation for the fact that sales charges, 
on a percentage basis, may be 17 times as great on a small transaction as on a 
large transaction; the difference between 8.5% and,5% is too great to be sus- 
ceptible of such ready explanation. In addition, in the situations described 
in paragraph 2.20 purchasers are allowed to accumulate virtually unlimited nunm- 
bers of small purchases to take advantage of volume discounts, and economies of 


scale are unlikely to be present in such situations. 


2.49 Our conclusion with respect to the nature of the market for mutual 
fund shares or units is, then, that the great majority of purchasers 
are sold mutual fund shares or units as unsought goods. They may ask for in- 
formation as to quality of investment performance, but they do not compare 
sales charges or management fees; indeed, they are often unaware that dif- 
ferences exist on the latter points. On the other hand, a significant number 
of purchasers, particularly large investors, do treat mutual funds as shopping 
goods and make comparisons on all these points. They have induced the dis- 
tribution companies with basic sales charge rates of about 8.5% to adjust those 
rates downward on large purchases. They also account in large part for the 
growth of mutual funds, including trust company investment funds, that are avai- 


lable at lower sales charges, or without any sales charges. 


Zeal) Certain of our factual findings on the nature of price competition at 

the consumer level in the distribution of mutual funds concur with 
certain of the findings reached by The Canadian Mutual Funds Association, 
although its brief derives different conclusions from those we have reached. 
The C.M.F.A. brief includes statistics on the number of mutual funds with 


shares or units sold at different rates of sales charges. It treats mutual 
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funds organized prior to January 1, 1962 separately from those organized after 


that date. The brief proceeds as follows: 


While nearly 40% of the newer funds had a zero acquisition fee, 
only 16 percent of the older funds had this fee. In large part 
this pattern reflects the entry of trust companies into the mutual 
funds industry. They sponsored most of the funds in the latter 
period having zero acquisition charge. The existence of a large 
number of funds having zero acquisition fee gives the potential 
purchaser of a mutual fund'a very clear choicetin terms of the 
acquisition charge he need pay. He need only incur as high an ac- 
quisition fee as his needs for investment information and counsel 
dictate. Wide choices of this type are consistent with a well- 
functioning market system that caters to the needs of all consumers 
regardless of their background knowledge and economic cir - 
cumstances. 


Ths ya | There are two footnotes to the above quotation. The first comments 
that a trust company's ability to sell an investment fund without a 

sales charge is dependent on the use of over-the-counter facilities that are 

available for other aspects of business and on sales being to purchasers who "do 

not require seeking out". The second footnote refers to a discussion in another 

portion of the brief that reviews similar statistics and concludes as follows; 
This evidence suggests that, at least under present conditions, few 
Canadian investors have taken the trouble to seek out funds having 
zero sales charges, or else that they felt the possible saving in 
sales charges was offset by other factors, such as restricted 
choice in offerings: ‘We*are*inclined ‘to favour the firs tvexp laa 
nation, since there is ample evidence that the majority of Cana- 
dians are not sufficiently familiar with (or convinced of the ad- 
vantages of) equity investment to seek out a fund on their own. 
Funds are not easy to sell to investors who lack this*degree woe 
sophistication. 

In our opinion, the factors noted by the C.M.F.A. are the very reasons for the 


lack of adequate sales charge competition between distribution companies at the 


consumer level. 


(b) Constraints on Sales Charge Competition 
Between Sales Outlets of a Mutual Fund 


Ze aie The distribution companies that levy the prevailing basic sales charge 
rate of approximately 8.5% must accept a substantial competitive dis- 
advantage from the viewpoint of the knowledgeable investor, although one that 


can be surmounted by superiority with respect to investment performance or 
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management fees. Rarely can such clear superiority be adequately demonstrated. 
Given these facts, it would be reasonable to expect informed purchasers even of 
small dollar amounts to demand that the broker or salesman reduce his portion 

of the sales charge in order to reduce the price to the purchaser, and it would 
also be reasonable to expect some brokers and salesmen to acquiesce to such re- 


quests in order to make the sale. 


of Bee) The ability to make arrangements such as suggested above, where the 

broker or salesman reduces his compensation to persuade the purchaser 
to buy, is of the essence of competition. If the broker or salesman is in a 
strong position, either because of heavy demand or because his product is 
substantially superior to that of his competitors, he will probably not yield 
roptne purchaser's wequest. In other cases he will agree to the’ reductions, 
being forced to do so by competition. It is through this type of occurence 
that competition is most effective. If the flexibility to make such arrange- 
ments is restricted, to that extent the operation of competition is also 


restricted. 


2.04 Distribution companies of mutual funds, like those in equivalent po- 
Sitions in the distribution of almost every product, are anxious to 
prevent those engaged in sales to the public from voluntary reductions of their 
compensation. The arguments advanced to support that policy are discussed in 
Chapter X. We are here concerned with the means used to implement it. The 
distribution companies follow policies of retail price maintenance, taking 
steps to prevent the development of voluntary reductions in sales charges. This 
has been comparatively easy with direct sales forces, for they are in a strong 
position to prevent their salesmen from cutting their portion of the sales 
charge. The individual salesman would have comparatively little flexibility 
in any event because of the portion of total sales charges that is allocated to 
regional or district managers. Apart from this, while his relationship with 
Poesdistribution company as ordinarily in law that of an agent, he is in’ fact 
subject to guidance and direction from it. These factors effectively combine to 
prevent salesmen on direct sales forces from attracting sales through reductions 


in sales charges. 
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2455 The position with respect to independent sales forces and brokers is 
different. They are not under the control of the distribution company, 
and could readily reduce their portion of the sales charge. To prevent such a 
development, distribution companies enter into agreements, oral or written, with 
the independent sales forces and brokers under which the latter agree that they 
will adhere to the sales charge structure prescribed by the distribution 
company. It is usually understood that the distribution company will refuse to 
effect further sales through a broker or independent sales force that reduces 
its sales charge to reduce the purchase price. While we have not conducted a 
detailed study of this question, the information available to us indicates that 
these agreements are complied with and that the distribution companies have suc- 
cesfully maintained the sales charge structure on purchases not of sufficient 


size to command volume discounts. 


2.00 The agreements, oral or written, entered into by the distribution com- 
panies with independent sales forces and brokers also deal with another 
possibility that might result in the availability to the public of mutual fund 
shares or units at lower sales charge rates. The spread between the selling 
price and the redemption price of mutual fund shares or units to which an 8.5% 
sales charge is applicable is sufficient that a secondary market can be ope- 
rated within the spread. If the sale price is $10 per share or unit and the 
redemption price $9.15 an enterprising broker or independent sales force could 
effect redemptions at, say, $9.20 and sales at, say, $9.75 and still have a 
substantial margin of profit. Under the agreements referred to above the bro- 
kers and independent sales forces agree that they will not carry on such a 
secondary market. The attempt to prohibit this development has not been com- 
pletely successful, because any broker can start a secondary market whether or 
not he has an agreement with the distribution company. While the secondary 
markets that have actually developed are limited in extent and do not pose a 
substantial threat to the maintenance of the pricing structure, we regard the 
possibility of further developments in this area as a significant danger, not 
becausé it would mean more competition but for other reasons. These are 


described in paragraphs 10.52 to 10.54. 
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Bests By controls over direct sales forces and agreements with independent 

sales forces and brokers, the distribution companies have successfully 
prevented the development of any significant price competition between those 
engaged in the sale to the public of a single mutual fund. When combined with 
our conclusion that the level of price competition between mutual funds is not 
satisfactory, this leads to the conclusion that competition cannot be relied 
upon as an adequate regulator in this aspect of industry operations. We make a 
number of recommendations in this report designed to improve the level of com- 
petition, and in Chapter X we make specific recommendations to deal with mana- 
gement fees and sales charges until a satisfactory level of competition 


develops. 


ao 


CHAPTERS ITT 


INVESTMENT MANAGEMENT AND BROKER RELATIONSHIPS 


a. 01 Great stress is placed throughout this report on the desirability of 
competition within the Canadian mutual fund industry. If competition 
functions effectively, it provides incomparably the best control over industry 
operations within a free market both from an economic and a regulatory stand- 
point. Ideally, each purchaser of mutual fund shares or units would compare the 
available mutual funds to determine, on the basis of all available and relevant 
information, which was most appropriate for him. The ideal is obviously impos- 
Sible of complete attainment. The costs involved in communication of all the 
relevant information in sufficient detail and in comprehensible form to all 
potential investors would be prohibitive. While competition can operate even 
if not all investors make comparisons, and even if few make complete comparisons, 
its effectiveness will improve with an increase in the number of investors who 
compare and with the quality of the information they use. In Chapter X and 
elsewhere in this report we recommend procedures to increase the willingness of 
investors to compare and to increase the availability of information for compa- 
risons; in other words, we seek to expand the segment of the market for mutual 
fund shares or units which treats them as shopping goods. This chapter is large- 
ly devoted to a discussion of the factors that are relevant to the investor who 


proposes to make a careful comparison among mutual funds. 
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S02 In the selection of a mutual fund the three most important items for 
comparison are sales charges, management fees and quality of invest- 
ment management. It is apparent that the last of these three is of greatest 
importance to almost any investor, although a slight superiority in quality of 
investment management may not compensate for higher sales charges or management 
fees; the weighing of quality against price is one of the things a competitive 
market does best. The only investors to whom quality of investment management 
might be of comparatively small importance are those investing on a short term 
basis and those with special and unusual needs, such as for a mutual fund that 
invests exclusively in securities issued by companies in one region of the coun- 


ery. 


3303 In spite of its importance, quality of investment management is dif- 
ficult to measure and may be impossible to predict. To measure it in- 
volves a determination of what constitutes good investment management, a diffi- 
cult problem in itself. To predict it involves acceptance of standards of good 
investment management and the use of available information to determine whether 
and to what extent they will be adhered to in the future. Such a determination 
may be impossible with a mutual fund, dependent as it is on the vagaries of the 
market-place and the skill of its investment managers. These problems of 
measurement and prediction are considered in the following discussion. For 
convenience, the word "performance" is used to refer to the quality of invest- 


ment management. 


os 04. In the next section we discuss the criteria relevant to measurements of 
performance, with particular reference to rate of return. We then 
describe one possible approach to a comparative assessment of performance as 
applied by consultants to this Committee. The remainder of the chapter reviews 
some of the principal characteristics of investment practices of Canadian mutual 


funds, including the use of reciprocal business. 
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Factors Relevanite toerertormapee, 
The Emphasis on Rate of Return 


05 All investors are interested in making profits, and it is therefore ap- 
parent that relative profits are of great significance in comparisons 

of performance between mutual funds. For this purpose, it is unnecessary to dis- 

tinguish between realized and unrealized profits, and profit can appropriately 

be expressed as an annual percentage rate of return. For any year, the rate of 

return on shares or units of a particular mutual fund can be calculated by add- 

ing the net asset value at the end of the year to the total of all distributions 

made, per share or unit, during the year subtracting the net asset value at 

the beginning of the year, and dividing the result by the net asset value at 

the beginning of the year. The result is usually expressed as a percentage. 

Rate of return is, however, not the only relevant determinant of performance. 

We believe that competition between mututal funds has tended to accord more 

emphasis to comparisons of rate of return than is warranted even by the un- 


doubted importance of that information. 


5.06 Performance is a subjective concept, since to an investor the best 
performing mutual fund is the one which most nearly satisfies his 
personal investment objectives. The importance of rate of return to assessments 
of performance made by or for any investor is obvious. But for many investors 
a competing consideration is present: the desire to limit the degree of risk 
accepted in the pursuit of a high rate of return. It is obvious that the aged 
widow with modest resources, much as she would like to make money, should not or- 
dinarily invest all her savings in an aggressive mutual fund that pursues a high- 
risk investment policy in an endeavour to attain maximum rate of return. On the 
other hand, the young businessman with good prospects should not put his current 
surplus income into a conservative mutual fund which stresses safety of capital. 
These two examples, (each of which should be qualified by the possibility of the 
type of portfolio adjustment discussed in paragraphs 3.12 and 3.13) are only 
representative of the variety of levels of risk tolerable to different inves- 


tors. Many mutual funds appeal specifically to investors on the basis of the 
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level of risk they are prepared to accept. To compare the conservative mutual 
fund with the risk-oriented mutual fund solely on the basis of relative rates of 


return is obviously wrong. 


5). 07, Since early in 1967 a number of mutual funds with investment objectives 
that contemplate the acceptance of risk in order to increase the rate 
of return (often referred to as "venture" funds) have had very considerable 
success. They have produced frequently good, and sometimes excellent, rates of 
return; in this they have been assisted by a generally rising stock market, but 
in some cases their rates of return have been substantially higher than those 
which would be attained through investment in the securities that form recog- 
nized market indices. It is difficult to state with precision what mutual funds 
should be classified as venture funds, but we are prepared to accept as indica- 
tive of the success of these mutual funds statistics contained in the brief of 
the Canadian Mutual Funds Association and based on a classification prepared by 
that Association's consultants. The brief states that for the period January l, 
1968 to June 30, 1968, net sales of the five venture funds then included in 
C.M.F.A. membership totalled $51.8 million, while net sales of all its other 
mutual funds were only $4.1 million.* These figures clearly indicate the 
remarkable extent to which venture funds have been accepted by the Canadian 


pup Lic. 


3.08 Venture funds have a very important role to play and provide a valuable 
service to investors for whom they are appropriate. The problem is 
that their success and the public interest in them have accentuated the public 
demand for high rates of return. In our opinion, this demand has not been 
accompanied by full recognition of the degree of risk involved. Financial news- 
papers regularly publish lists of mutual funds ranked by their rate of return, 
often over an unrealistically short period; the advice we have received is that 


adequate analysis cannot be made without at least five years of historical 


* We have been advised that corresponding figures for the entire year 1968 were 
$105.2 and $102.3 million respectively. However, during the second half of 
1968, AGF Special Fund Limited was organized and raised $60 million on the 
basis described in paragraph 5.09. It would be appropriate to treat this as 
a venture fund, which would change the latter figures to $165.2 and $42.3 
million respectively. 
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information, and that even that amount of information might not be of value for 
purposes of predictions. Since most of the venture funds have been organized 
since 1966, this means that even if an accurate measurement of their performance 
to date is possible, no prediction can be made as to their future performance. 
Salesmen of the top-ranked mutual funds nonetheless make effective use in sales 
presentations of the published rankings based on rate of return, often without 
proper explanation and qualification. One of the principal objectives of the 
discussion in the next section of this chapter and of the related recommenda- 
tions made in subsequent chapters is to encourage the development of analytical 


techniques that adequately reflect both risk and rate of return. 


5.09 Those investors who are conscious of the importance of the level of 
risk accepted often look for indications of policies on this important 
question to the statements, contained in mutual fund prospectuses and sales 
literature, of investment objectives and the practices to be used in the attain- 
ment of those objectives. These statements are designed to apprise the investor 
of policies adhered to in the management of his mutual fund. They ordinarily 
specify the objectives being sought in the investment management of the mutual 
fund and the practices and techniques open to management to achieve those 
objectives. One of their principal functions 4s te indicates thes priomtcy 
accorded a high rate of return in the management of the mutual fund, and the 


degree of risk that will be accepted in pursuit of that objective. 


3.10 The language in mutual funds' statements of investment objectives and 

practices dealing with the acceptable degree of risk is almost invari= 
ably very vague, but usually at least indicates a general philosophy of invest- 
ment management. The following extracts from the investment objectives of two 
associated Canadian mutual funds are illustrative of this point. The first 
reads, "The fund has as its principal objective long-term growth of invested 
Capitals she =second sedadas. slits [the fund's| principal “objectives dare to 
provide a reasonable return on investments made and long-term growth of capital, 
and to protect the value of the shareholders' investment". While these are 


couched in similar terminology, and neither is meaningful when considered alone, 
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the reader who compares them will quickly (and correctly) deduce that the 
policy followed in the investment management of the second is more conservative 


than sthoateon thestirst: 


Pa Ml Statements of investment objectives and practices may be of considerable 
value to the investor, and we make recommendations in Chapter XII de- 
signed to encourage more precision and detail in such statements. We also think 
that some emphasis should be given to these statements by persons responsible 
for the dissemination of lists that purport to rank mutual funds by rate of re- 
turn. Notwithstanding our recommendation in Chapter XII, we doubt that state- 
ments of investment objectives can be made sufficiently precise to permit exact 
ranking of mutual funds by degree of risk. In addition, investment managers may 
have differences of opinion as to what type of investments are consistent with 
what level of risk, so that policies actually followed should be taken into 
account. What is needed is an analytical technique that reflects both risk and 


rate of return, and that determines risk at least in part by actual experience. 


Se lz In the development of an analytical technique to combine risk and rate 
of return it is of considerable importance that, even when risk levels 
are determined, the investor is not restricted to mutual funds that accept the 
degree of risk appropriate for him. The widow who is impressed with a parti- 
cular mutual fund which is managed on a high-risk basis might invest, say, only 
one-half of her savings in it and keep the remainder on deposit in a bank. 
Similarly, the young businessman might be impressed with a conservatively 
managed mutual fund, and invest in it not only his surplus income but also 
a portion of the amount that he would ordinarily keep in the bank. Through 
these techniques, an investor who is able to decide the level of risk acceptable 
in his portfolio, and is able to estimate the relative degrees of risk in 
various investments, can adjust his portfolio to arrive at the desired level of 


risk although some of the included investments involve less or greater risk. 


Pe) Acceptance of the approach outlined in the preceding paragraph would 
make it unnecessary for the investor to exclude mutual funds from con- 

Sideration because the level of risk followed in their investment management was 

inappropriate for him. It would, however, leave open the question of what other 
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factors about a mutual fund might impress him sufficiently to persuade him to 
adjust his personal portfolio in this way. The only such factors would be any 
which might lead him to believe that a particular mutual fund would attain in 
the future a higher rate of return than that attained by other mutual funds at 
the same level of risk. He could arrive at this conclusion on either or both of 
two bases: the ability of the persons responsible for investment management, 


and the historical record of results. 


a ol4 The relevance of the first of the two bases mentioned in the preceding 

paragraph is apparent. Investment management must be performed by 
individuals, whose abilities are crucial to the results produced. This has been 
recognized by investors in the United States, where some investment managers 
have acquired such favourable reputations that their association with a mutual 
fund is of itself sufficient to produce a high volume of sales of its shares. 
Similar developments may be expected in Canada as the shopping goods segment of 
the market for mutual funds expands and various investment managers acquire 
wider reputations. In Appendix "E", we recommend that prospectuses should 
contain detailed information concerning the background of individuals respon- 
sible for investment management, but apart from cases where such individuals are 
known to the prospective purchaser by reputation we doubt that this information 
wil be of direct assistance to investors. To judge the ability of individuals 
is a difficult task at any time; it is virtually impossible if the only basis 


for judgment is a few facts set out in a prospectus. 


el The relevance of the historical records of results attained in making 
comparisons between mutual funds is more controversial. In 
paragraph 3.08, we mention the advice we have received that adequate analysis of 
mutual fund performance cannot be made without at least five years of historical 
information. This does not necessarily mean that even with five years of infor- 
mation the analysis will be helpful for predictive purposes, and one of the 
purposes of the study summarized in the following section was to determine the 
extent to which predictions of future performance could actually be made. 


Regardless of the conclusions there reached, we recognize that the historical 
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record will inevitably be used, for want of anything better, as one factor in 
the comparison of mutual funds. Another purpose of that study was to provide 
suggestions as to how the element of risk could best be taken into account in 
historical analyses, in order to avoid the undue emphasis on rate of return that 


we note above. 


BLO The preceding discussion reaches no firm conclusion concerning methods 
of comparison between mutual funds, other than that undue emphasis 
should not be given to rate of return without allowance for the element of risk. 
We would be content if the only result of the discussion were to be greater em- 
phasis by the Canadian financial press on the relevance of differences in in- 
vestment objectives when rankings are made of mutual funds. We hope, however, 
that this and the following section will together suggest new approaches to be 
followed by regulatory authorities, the press, and the mutual fund industry in 
the comparative assessment of mutual funds. 
Analysis of Canadian Mutual Funds 
Based on Historical Rate of Return and Risk 
i 5ne Wi To obtain advice on the problems discussed in the preceding section, 
and related problems, we consulted Professors Richard Bower and J. 
Peter Williamson of the Amos Tuck School of Business Administration at Dartmouth 
University. We asked them to consider the degree of predictability in results 
attained by Canadian mutual funds, and the relationship, if any, between such 
results and the presence or absence in mutual fund operations of each of 
several factors. In co-operation with us, they conducted a study of these ques- 
tions and prepared a detailed memorandum to report on that study. The contents 
of that memorandum are both concentrated and technical. For purposes of this 
report, we Panag our discussion to a summary of the general approach taken, 
comments on the value of that approach, and references to the more important 
conclusions reached. We also received a helpful memorandum on this topic from 


the Canadian Mutual Funds Association. 
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Sy18 The analyses conducted by Professors Bower and Williamson were based on 
principles expounded in two articles that consider the definition of 
risk and the relationship between risk and rate of return.* We do not propose 
here to attempt a detailed explanation of these methods; the technicalities in- 
volved are such that considerable space would be required, and the articles 
referred to in the footnote are readily available. It is, however, important to 
explain in general terms the assumptions upon which the analyses are based. The 
first and most important assumption relates to the definition of risk. The ana- 
lyses do not rely on the published investment objectives of mutual funds to 
determine the degree of risk assumed in their investment management, although 
the ranking by risk arrived at by the analyses used was similar to that arrived 


at through a study of the investment objectives of the mutual funds concerned. 


Sg BS) The assumption as to the meaning of risk that was used in the analyses 

conducted by Professors Bower and Williamson was that risk can be 
equated with variability or volatility of the mutual fund. As between two 
mutual funds, the one with the smaller fluctuation in its annual rate of return 
over a period of years will be regarded as having the lower degree of risk, In 
one method of analysis the degree of fluctuation is judged by comparison with a 
relevant market index } in the other, the annual fluctuation is determined by 
reference to the average annual rate of return of the mutual fund over the years 
under consideration. This equation of risk to historical variability or vola-= 
tility is fundamental to the analyses conducted and is one that is not univer- 
sally accepted. Professors Bower and Williamson do not contend that it is an 
ideal approach, but do contend that it employs the most current analytical tools 
for use in the assessment of investment management and that by providing a 


measurement of risk that can be combined with rate of return it provides a 


considerable improvement over any technique based entirely on rate of return. 


* W.F. Sharpe, Mutual Fund Performance, (Jan. 1966), XXXIX Journal of 
Business 119. 


J.L. Treynor, How to Rate Management of Investment Funds, 
(Jan. - Feb. 1965), XLIII Harvard Business Review 63. 
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5220 The;nextstep in «each of ‘the analyses 1s to arrive at a relationship 
between risk and rate of return so that all mutual funds, may be ranked 
according to the quality of their investment management regardless of the degree 
of risk assumed in that management. The basic assumption made here is the valid- 
ity of the method of personal portfolio adjustment described in paragraphs Sz 
and 3.13 under which an individual may attain the level of risk appropriate for 
him even though he invests in a mutual fund which accepts a different level of 
risk. This is done by considering his mutual fund investment together with his 
savings account and adjusting the relative investments in them to attain the 
correct risk level. The precise techniques used in the two analyses differ but 
both rely on this method. Use is made of the rate of return that would be 
produced by a relatively risk-free investment such as a savings account. This 
rate of return is combined with the rates of return earned by mutual funds and 
the variability or volatility in such rates to determine what mutual fund 
achieved the greatest improvement over the risk-free rate of return with the 
smallest commensurate amount of risk. The techniques used permit all mutual 
funds studied to be ranked on this basis. Quality of investment management or 
performance is, then, tested by the combination of risk and rate of return on an 


historical basis, with risk determined as outlined above. 


Seu: It is of interest to note that, at least in theory, a venture fund 
could be regarded under the methods of analysis described above as a 
comparatively risk-free investment, if its rate of return over the period con- 
sidered displayed little variation on the tests of risk outlined in para- 
graph 3.19. Correspondingly, a conservative mutual fund with a rate of return 
that fluctuated considerably during the period might be regarded as compara- 
tively risky on ithis test’. In practice, this mesult.is rarely, reached but).the 
theory seems to us appropriate. We would regard a venture fund that has pro- 
duced a high rate of return over a period of years as a safer investment than a 
comparatively conservative fund that has produced, on average, a low rate of 


return but with considerable fluctuations. 
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Py? The advantages of the type of analysis here being considered are 
obvious: it facilitates the assessment of mutual fund investment mana- 
gement by comparison with the results of other types of investment, so that 
credit may be given if losses are minimized while the market as a whole declines 
and undue credit will not be given for apparently good results obtained when the 
market is rising. More importantly, it provides a method whereby the investor 
can assess the comparative merits of mutual funds with different investment ob- 
jectives, which would be a very desirable development. This is not to say that 
these methods of analysis necessarily overcome the difficulties that arise in 
any attempt to predict future results on the basis of the past record; they do 
facilitate a study of the extent to which such a prediction can be made, and of 
which aspects of the past record are most likely to be of relevance in the pre- 
diction. On the other hand, there are several difficulties in the methods of 
analysis, even assuming acceptance of the basic premise that risk may approp- 


riately be equated with historical variability or volatility. 


Dae Perhaps the major defect in the analytical technique outlined above 

is that it cannot be applied to all mutual funds. As noted in the pre- 
ceding section, Professors Bower and Williamson are of the opinion that quality 
of investment management cannot be assessed on the basis of less than five 
years' experience. This excludes from consideration all mutual funds organized 
less than five years prior to the time of the analysis. Secondly, there are 
obvious deficiencies in the test as applied to a particular mutual fund if there 
has been a change in the persons responsible for its investment management 
during the period under study, or if a major change has occured in its invest- 
ment objectives. While these are significant defects, it is important to rea- 
lize that they exist with every currently available technique for the determi- 
nation of quality of investment management, and it seems highly unlikely that a 


technique will be evolved which will overcome these problems. 


aoe Because the assumption concerning the meaning of risk may be open to 
question; because of the difficulties referred to in the preceding 
paragraph; and because the entire approach requires that any investor who would 


make use of it possess a degree of sophistication and personal discipline that 
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cannot always be assumed, we have concluded that the methods of analysis used 
by Professors Bower and Williamson should not be given official recognition as 
part of the regulatory structure. For the same reasons, we have not relied on 
them in the formulation of recommendations in this report, although they served 
a valuable function in contributing to our understanding of the industry. The 
analysis should not be overlooked in the regulatory structure; stress should be 
placed on the approaches discussed in the preceding section, including require- 
ments as to the clarity and manner of presentation of investment objectives and 
practices to assist the investor in his appraisal of potential risk. In this 
connection, it is noteworthy that Professors Bower and Williamson tested whether 
their conclusions as to the ranking of mutual funds on the basis of risk deter- 
mined by historical variability or volatility accorded with a similar ranking 
made on the basis of published investment objectives. They found that an ana- 
lysis of published investment objectives "will enable an intelligent investor 
to locate a fund reasonably well in this spectrum [meaning the spectrum of risk 
as determined by variability, from minimum risk to maximum risk], although he 
will have to read a great many prospectuses before he can have any idea of the 


relative position of any one fund". a 


Die co The tests conducted by Professors Bower and Williamson made use of data 
concerning 54 Canadian mutual funds the shares or units of which were 
sold in Canada during the six-year period 1962 to 1967, of which only 24 were 
sold for the eleven year period 1957 to 1967. The tests are, then, based on a 
number of mutual funds substantially smaller than that presently in existence, 
and do not include any of the venture funds referred to in paragraph 3.07. The 
results are briefly summarized in the following paragraphs. It should be noted 
that almost all of the results are based on statistical tests of the relation- 
ship between two factors, referred to as regression or correlation analyses. 
Such relationships are a matter of degree, which accounts for the references to 
"strong indications", "weak indications" and similar terms in the following 


Biscussi0n: 


rg! 


(a) 


(b) 


(c) 


Mutual funds with a high rate of return over one five year period 
tend to show a high rate of return over the following five year 
period, but the correlation is very weak. ‘However, there “is a 
strong indication that mutual funds that are found to have a high 
or low risk level during one five year period will have a cor- 
responding risk level in the following five year period. This 
would indicate that while historical records of rate of return do 
not provide a good basis for prediction of future rates of return; 
historical records of risk may provide a basis for prediction of 
future risk. This finding should be considered together with the 
finding, quoted in paragraph 3.24, that it is possible to place 
most mutual funds on the spectrum of risk through careful analysis 
of their published investment objectives by comparison with those 


of other mutual funds. 


The tests referred to in (a) dealt separately with risk and rate 
of return. Tests were made to assess the predictability of the 
combination to determine whether the "best" mutual fund in one 
period based on a ranking that combines risk and rate of return is 
likely to be the "best" mutual fund in the following period. 

These tests indicated a low level of predictability. This result 
casts doubt on the value of historical information in the predic- 
tion of the relative ranking of mutual funds. on the basis of 


combined risk and rate of return. 


A number of tests were conducted in an attempt to assess the in- 
fluence of various factors on mutual fund performance (used here 
in the sense of combination of risk, determined by historical 
variability, and rate of return). Several of these tests were of 
a preliminary nature and more complete analyses were not done. 
For that reason, some of the relationships between the factors 
studied may in fact be stronger than the results indicate; it is 
doubtful that any are weaker. An attempt to determine relation- 


ships based on the size of mutual funds produced no strong 


Tea 


(d) 


results. Similar tests conducted from the viewpoint of the 
investor after allowance for sales charges resulted in a weak in- 
dication that high performance is associated with large size when 
sales charges are ignored and with small size when sales charges 
are considered. This result may indicate that some smaller mu- 
tual funds sold without sales charges had performance poorer than 
the large mutual fund when sales charges were ignored but superior 


when sales charges were considered. 


There was slightly stronger indication that stability in rate of 
return is associated with larger mutual funds; this finding 

should be considered together with a finding that there was a weak 
inverse correlation between the number of securities held and 
performance, indicating that portfolios with a smaller number of 


securities tended to out-perform those with a large number. 


Attempts to determine whether mutual funds with higher sales 
charges had superior performance produced no correlations of suf- 
ficient strength to justify inclusion here. Similar tests con- 
ducted from the viewpoint of the investor after allowance for 
sales charges indicated the impact of sales charges particularly 
where holding periods were comparatively short, with the relation- 
ship substantially weaker for a five year holding period than for 
a one year holding period. In other words, mutual funds with sha- 
res or units sold subject to a sales charge would appear not to 
out-perform mutual funds of which this is not true, from the view- 
point of the investor who holds for only one year; from the view- 
point of the investor who holds for five years, the difference 
between the two is small. Other tests made after allowance for 
the impact of sales charges consistently confirmed that if a one 
year holding period was assumed, sales charges had a major effect 
on results while with a holding period of five years, the impact 


was substantially weaker. 
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(e) Tests were made on the basis of the ratio of management expenses 
paid by the mutual fund, including but not limited to the manage- 
ment fee (but not including brokerage or income taxes). The tests 
indicated a "fairly strong inverse relationship" between expense 
ratio and performance. Professors Bower and Williamson conclude, 
"there seems to be a reasonable basis for concluding that a high 
expense ratio goes with poor investor experience". It should 
again be noted here that the venture funds were not included in 


the analysis. 


3.26 The results summarized above are not definite conclusions concerning 
Canadian mutual funds. They are important, in our opinion, because 

they represent the findings of an extensive analysis making use of modern tech- 

niques. The very fact that the findings are not more definite than they are 

should encourage further research in this area. We hope that this will be the 

case, for analytical techniques which rely on criteria other than rate of return 

are badly needed. 

Investment and Trading 

Practices of Canadian Mutual Funds 

Siew. In the course of our studies we collected a considerable quantity of 
data concerning investments and trading by Canadian mutual funds. 

These data were helpful to us in the analyses which led to conclusions reached 

in Chapter IX, on conflicts of interest, Chapter X11, onsinvestmenterestrictionas 

and elsewhere in this report. We also reviewed the data to determine whether 

there were abuses which required attention in connection with the methods of 


trading used by mutual funds. 


Onao On the basis of our studies we concluded that there are no problems 
which require legislative attention in the portfolio trading practices 
of mutual funds. This conclusion relates specifically to mutual fund operations}; 
it was not within our purview to conduct a general analysis of the operations of 
the Canadian securities markets, nor was it our responsibility to consider the 
effect of mutual fund investments on national economic policy. However, some of 


the information we collected may be of interest to future students of both these 
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questions, and all of it provides relevant background to the matters considered 
in this report. We therefore summarize our more important findings in the fol- 
lowing three subsections. The first two subsections relate to investment prac- 
tices, considering first changes voluntarily adopted by the industry and second 
the consequences of constraints on investment practices imposed by the method of 
operation of mutual funds. The third subsection deals with trading practices. 
All three subsections are supplemented by an abstract of statistical informa- 
tion in Appendix"B", 


(a) Voluntary Changes in Investment 
Practices and Trading Patterns 


ee a) Throughout this subsection general statements are made concerning 
investments and trading by mutual funds. Few, if any, of these sta- 
tements are applicable to all Canadian mutual funds. They represent instead our 
assessment of the general trends present in the Canadian mutual fund industry, 
considered as a whole. Many mutual funds, particularly those in operation prior 
to 1962, have not been affected by the various changes described and continue to 
invest and trade much as they did in the past. The public acceptance of "ven- 
ture" funds that pursue investment practices which involve a comparatively more 
aggressive trading philosophy and the acceptance of higher levels of risk in the 
quest for higher rates of return has, however, resulted in great increases in 
number and size of mutual funds with such policies. This has occurred both 
through the organization of new mutual funds and, in some cases, through changes 


in policy of established mutual funds. 


Shel] The statistics quoted in paragraph 3.07 serve to emphasize that the 
venture funds have grown rapidly in proportion to the industry as a 
whole. In addition, other mutual funds have begun to follow similar policies in 
the hope that their rates of return will thereby be increased to match the 
results of the venture funds. Finally, the Canadian mutual fund industry as a 
whole has experienced rapid growth, from aggregate total net assets of less 
than $800 million at the end of 1961 to over $ 3.1 billion at the end of 1968 
(including Canadian organized mutual funds and trust company investment funds 


qualified for sale in Canada). Such a growth rate would change the face of any 


7S 


industry. While these are perhaps the principal factors that have resulted in 
the changes in mutual fund investment practices, they are not the only ones. 


In the following discussion, we allude to a number of other relevant factors. 


ae WL Table III-A clearly indicates the major trends in investment practices 
between 1962 and 1967, when the detailed information compiled by us 
ends. These trends are towards much heavier investment in equity securities 
rather than securities carrying fixed rates of return, and towards a larger pro- 
portionate investment in securities issued by United States companies. The two 


trends are closely related, but it is convenient to discuss them separately. 


Soe The move toward increased investments in equities is, in our opinion, 

a permanent feature of the Canadian mutual fund industry. It is a 
consequence not only of the emphasis on rate of return, but also of recognition 
on the part of the industry that it is looked to by investors primarily as a 
financial intermediary for investment in equities. Long-term protection against 
inflation through portfolio diversification in the equity market is held out to 
prospective purchasers by even the conservatively managed mutual funds, except 
for a few with investment objectives that specifically require investment in 


other types of securities. 


eee) Table III-A does not reflect one important aspect of the increased em- 
phasis on equities. During the 1950's most equity investments pur- 
chased by Canadian mutual funds were "blue chips', securities issued by esta- 
blished companies with good dividend records. The spectacular price increases 
which have occurred on securities markets in Canada and the United States in 
recent years have predominantly been in the less seasoned securities, often 
those of companies commonly regarded as speculative. This has persuaded mutual 
funds, particularly venture funds, to invest in securities of such companies. 
These securities are sometimes purchased in private placements of large amounts; 


a few implications of such purchases are commented on in paragraph 12.26, 


3.34 The increased percentage of assets invested in securities issued by 
United States companies is attributable in part to the same factors 


that have motivated the move towards greater involvement in the equity markets. 
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The purchase of United States securities has been one of the most controversial 
aspects of the operations of Canadian mutual funds. A good discussion of the 
extent of and the reasons for such purchases is contained in the brief sub- 
mitted to us by the Canadian Mutual Funds Association; that brief also contains 
comments on the economic questions involved. While these questions are inte- 
resting and important, they relate largely to national economic policy; because 
a consideration of such policy is not within our purview, our discussion is 
therefore confined to statistics and our explanation of the factors that moti- 


vated the investment policy. 


5359 During the period from 1965-1967, the United States securities markets 
substantially out-performed the Canadian. This attracted the attention 
not only of professional portfolio managers, but also of the investing public. 
Some mutual funds were organized specifically to appeal to the interest of 
Canadians in the United States market; one commenced operations as early 
as 1957. The largest of these mutual funds, American Growth Fund Limited, had 
total net assets of $224,849,759 at December 31, 1968. In addition, Canadians 
made substantial direct investments in mutual funds organized in the United 
States, or in mutual funds organized in Canada or elsewhere that invest exclu- 
Sively in shares of United States organized mutual funds. During 1967, such 
purchases of mutual funds qualified for sale in Canada aggregated about $53 
million, and total holdings of Canadians in such mutual funds at the end of 1967 
aggregated in excess of $104 million. We believe that significant additional 
investments were made by Canadians in shares of United States mutual funds not 


qualified for Canadian sale. 


5.200 The considerations that motivated purchases by Canadian investors of 
shares or units either of United States mutual funds or of Canadian 
mutual funds which invest exclusively in the United States market were prestm- 
ably among those that motivated investment managers of other Canadian mutual 
funds to invest so heavily in the United States market. Starting in early 1965, 
and until at least the end of 1967 (after which detailed information is not 
available to us), a substantial portion of new cash inflow from net sales of 


shares or units by Canadian mutual funds was used to purchase securities of 
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United States companies. Gains on the sale of such securities were re-invested 
in the United States market, but only to a limited extent were Canadian securi- 
ties sold to purchase those of United States companies. Our information indi- 
cates that this occurred only in 1967, when net cash receipts from sales, after 
redemptions, were comparatively low. In that year, Canadian mutual funds 
appear to have sold between 3% and 9% of their holdings in Canadian securities 


to invest the proceeds in the United States. 


SW | Canadian mutual fund investment managers were motivated to invest in 
the United States by certain factors in addition to those that per- 
suaded Canadian investors to purchase shares or units of mutual funds com- 
mitted to that market by their investment objectives. Insufficiencies in the 
Canadian securities market are among the most frequently mentioned factors. 
Two of the insufficiencies given most emphasis are alluded to in the following 


muoctatzton strom, the €.M.F.A. brief: 


The supply of Canadian equities available to 
investors may or may not be adequate in total. 
The prospect of inadequacy has been suggested 
by Conway. We regard this as an irrelevant 
question for the purpose at hand. What is 
much more certain about the supply of Cana- 
dian equities is that the range of industries 
represented in depth is much more restricted 
thaneinsotheremarkets .eOEnLire;iandustrics “are 
either totally unrepresented or are represen- 
ted by one or two small companies whose status 
in their respective industries is marginal. 
To the extent that portfolio managers seek to 
= include a particular industry in a portfolio, 
they may be forced to consider U.S. or foreign 
securities rather than Canadian. 


Footnote reference at the end of the second sentence of this quotation is made 
to the September, 1968 report on The Supply Of, And Demand For, Canadian 
Equities made as a result of a study commissioned by the Toronto Stock Exchange 
auaeprepared by Professor G.R. Conway. This report, ireferred;:to herein as the 
ieo-6, Report; contains (a comprehensive «discussion ,.of the «contention, that -the 


supply of Canadian equities is inadequate. The C.M.F.A. brief accords more em- 


phasis to the lack of availability in Canada of securities issued by companies 
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engaged in certain types of industry, and supports this conclusion by statistics 
which establish that investment in United States securities by Canadian mutual 
funds is more heavily concentrated in industries not available in Canada than 


in“industries that are available in Canada. 


Toei) Another insufficiency in) the Canadian securities markets, given consi- 


derable emphasis by portfolio managers is the liquidity problem. The 


implications of the liquidity requirement imposed on mutual funds by the neces- 
sity that they be able to effect redemptions on demand by the holder are consid- 
ered in the discussion below of additional constraints on mutual fund invest- 
ment managers. Even apart from this necessity, any investment manager is 
anxious to be im a position to liquidate or accumulate 4 positionsimeaspamiuie 
cular security when occasion demands. This problem is discussed at length in 
the T.S28, Report and in the C.M.h oA. briet to us.8 Ihe latter cocumencms: ace 
"it 1s doubtful whether there are more than 150 Listed companies in) Canada 
which have enough stock oustanding for million-dollar blocks to be easily mar- 
ketabie"™. This facta poses moresseraouss problems Gor®themlargerenutualerund. 
than for the smaller ones. It may be augmented by the small number of financial 
centres in Canada; observation indicates that the range of opinions concerning 
particular securities atrparticular) tames, as note asiwereat) iniCanada, aseineere 
United States, a factor thatamay besdetrimentaletopthesoperation of suppl, 
and demand in the trading markets. Whatever the reasons, it is clear that 
liquidity poses more problems in the Canadian securities markets than in those 
Of ihe Unitedsotates. 
Bye) While the insufficiencies outlined above, and others, are of impor- 
tance, we do not believe they should be regarded as the sole or even 
the principal explanation for the trend towards investment in the United States 
markets. Rather, the Canadian portfolio manager and the Canadian investor seek 
the best investments in Canada and the United States without regard for 
national boundaries. The lack of availability of certain industries in the 
Canadian markets necessitates United States investment when such industries 
seem desirable. Apart from this fact, it is only natural that even when all 


factors are equal Canadian portfolio managers should invest in securities which 
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present the greatest prospect for liquidity; when those securities also appear 
to present the best prospect for profit, as United States securities did 

between 1965 and 1967, the investment decision becomes even clearer. But if a 
Canadian security appeared to be the superior investment, most or all Canadian 
investment managers not constrained by the investment objectives of the mutual 
fund would be prepared to purchase it, and to accept the possibility that dif- 


ficulties might be encountered in its liquidation. 


3.40 The factors discussed in this subsection are sufficient to account 

for the trends towards increased equity investment and increased 
investment in United States securities without regard for the emphasis on rate 
of return. However, the trends have clearly been accelerated and accentuated 
by that emphasis; this is particularly true of the tendency towards selection 
of more junior and speculative equity securities. 


(b) Restrictions on Investment Practices Imposed 
by the Mutual Fund Method of Operation 


B41 References are made in the preceding subsection to the need for 
liquidity which is dictated by the requirement that mutual funds stand 
ready to redeem their outstanding shares or units on demand by the hofiders. Of 
equal importance to the investment managers are the difficulties consequent 
upon the fact that almost all mutual funds are continuously engaged in distri- 
bution of their shares or units to the public. It is the duty of the invest- 
Ment manager to make the best possible use of the money under his management, 
and the inability to predict from day to day how much will be added or sub- 
tracted is a significant problem in doing so. The problem is essentially one 
of cash flow, and is present with many other types of investment portfolios but 
rarely in a form as acute; pension fund and insurance company investment mana- 
gers, for example, can usually make comparatively accurate predictions as to 


their cash flow, both receipts and disbursements. 


D..42 While industry figures obscure the problems of particular mutual 
funds, an interesting example of the points made in the preceding pa- 
ragraph is to be found in the sales and redemptions figures for 1966 and 1967 


that appear in Table B-3 of Appendix "B". The dollar amounts of shares or units 
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sold in those years were $566.7 million and $651.2 million respectively, but 
net sales after allowance for redemptions were $315.7 million and $200.8 mil- 
lion. Fluctuations in cash flow are often even more severe in particular mu- 
tual funds during particular periods; iteis thard“to state what 115 ‘the *relevane 
period for this type of analysis, but a few weeks would be more appropriate 


than a few months. 


3.43 The problems outlined above are alleviated by two factors. The first 
is that, both for the mutual fund industry as a whole and for individ- 
ual mutual funds, sales almost invariably exceed redemptions when considered 
over any reasonable period. This means that except in rare cases it is pos- 
sible to effect redemptions out of the proceeds of new sales. The likelihood 
that investment will have to be liquidated to meet requests for redemption 
will be further reduced through implementation of our recommendations in para- 
graphs 13.89 to 13.101 as to the circumstances in which a mutual fund should be 
permitted to deliver portfolio securities instead of cash in satisfaction of 
requests for redemption. Of course, no amount of statistical evidence can 
establish that the nightmare of the mutual fund industry, a sudden and massive 
wave of redemptions, will never occur. Our conclusion is only that such an oc- 
currence is unlikely, and that the powers referred to earlier in this paragraph, 
together with the restrictions on investment in illiquid assets recommended in 
Chapter XII, and, most importantly, the awareness of the problem on the part of 


investment managers, will provide adequate protection against it. 


3.44 The second factor that alleviates the impact of the constraints im- 

posed on mutual fund portfolio management by the lack of predict~- 
ability of cash flow is that even if the cash flow were completely predictable, 
good investment management would require that a significant portion of the port- 
folio, over and above what is required to satisfy outgoing cash flow, be kept 
in liquid form. Only thus can the manager ensure his ability to take advantage 
of favourable investment opportunities as they arise. This is so important 
that many investment managers, not just of mutual funds, keep a proportion 


of their assets in cash almost constantly; rarely is a substantial investment 
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portfolio "fully invested". This means that the necessity to keep a cash 
reserve which is imposed on the mutual fund investment manager by his cash flow 
problems does not require him to follow a policy significantly different from 


that which he would otherwise have followed, 


2645 For the reasons indicated above, we have concluded that no legislative 
innovations are presently required to deal with cash flow problems in 
the mutual fund industry. That may not always be true in the future, and both 
the industry and appropriate administrators should be alert for the development 
of new and presently unpredictable difficulties in this aspect of the operations 


of a rapidly growing industry. 


(c) Trading Practices of Canadian Mutual Funds 


3.46 In the preceding portion of this section we discuss the nature of 
investments made by Canadian mutual funds. The trading practices 
through which such investments are made is also an area of considerable inter- 
est. Various commentators have expressed concern as to the impact on the 
Canadian securities markets of the trading practices of institutional investors, 
including mutual funds. In keeping with the nature of our responsibilities, 


our analysis has concentrated on mutual funds. 


S947 Canadian mutual funds are constrained in their trading practices by 
the necessity to avoid having gains made on the sale of securities 
taxed as ordinary income. Their objective is to show that the policy followed 
is to invest rather than to trade. For this reason the investment managers 
attempt to restrict portfolio turnover; many follow a policy against the reali- 
zation of a capital gain until after the particular securities have been held 
for, say, a year. In spite of this restriction, the proportionate volume of 
trading has increased substantially in recent years. Table III-B compares the 
dollar value of trading during the years indicated with the year-end value of 
holdings for Canadian, United States and other foreign common stocks. This fig- 
ure is not directly indicative of portfolio turnover, for the results can be 
explained in other ways, but the data are of interest in a study of mutual 
fund trading and the results conform with the more detailed study of turnover 
discussed below. It will be noted that the level of trading in Canadian equity 
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securities is relatively stable; the overall trading increase results almost 
entirely from the trading in United States equity securities. This is con- 
firmed by Table III-C, which shows the relationship between mutual fund trading 
and total trading in industrial securities on the Toronto and Montreal Stock 
Exchanges to have remained relatively stable except in the year 1966, when mu- 
tual fund trading both in Canadian and United States securities increased sub- 


stantially relative”’to total trading in°industrial (securities. 


LAS Ge et bil -C 


DOLLAR VALUE OF MUTUAL FUND TRADING IN CANADIAN COMMON STOCKS 
COMPARED WITH TOTAL TORONTO AND MONTREAL 
STOCK EXCHANGES TRADING, 1962-1967 


(Dollars in Millions) 


Trading by mutual funds in Canadian 


POM Bs LOL Kk Sida eevee «oro « eters ae ae er ee es Sion t eee $379 


Twice total dollar value of trading in 
mncduSstIdal stocks.on M.S.E. andal.o.b.(1)e4, 1021 4,076| 5,924) 6,2441:5 1901 6,961 
Mutual fund trading as % of twice 
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(1) Twice total trading is used because each transaction has a buy and 
a sell side and all mutual fund purchases and sales are included 
inethe ficuresslor VOLUMeGSOLamUtual a tUunG strag ing. 


(2) The information relates to large Canadian mutual funds and large 
trust company investment funds as defined at the beginning of 
Appendix "B"., 


(3) Not-all of the tradingaby, mutualstunds took place on the stock 
exchanges, since some Canadian securities are acquired or sold in 
other ways. However, the percentage of trading effected on 
exchanceseisysutiicientatoretheatable to,berot saonificance,.«,Jhe 
Origin of Business Study conducted by the T.S.E. on certain days 
in May and June, 1968 found the mutual fund business to be 4.4% of 
twice the total industrial trading. 


85 


3.48 Tables III-B and III-C are, as mentioned above, not necessarily indi- 

cative of portfolio turnover. During the years in question substan- 
tial cash inflow was invested in United States securities, and initial invest- 
ment of newly received cash should not be regarded as portfolio turnover. 
Precise calculations of portfolio turnover involve difficulties, of which the 
treatment of purchases made to invest newly received cash is only one. Another 
problem is the treatment of shifts between types of securities, for example 
from debt to equity. For many analytical purposes it is appropriate to regard 
such shifts differently from turnover of a single class of security, yet often 
they are difficult or impossible to isolate in the statistical compilation. In 
some cases sale of securities may be required to meet requests for redemption; 
as stated in paragraph 3.43, these instances are rare but it is desirable to 


allow for them. 


3.49 To analyze the specific question of relative turnover in Canadian and 
United States common stocks, we made assumptions that minimized turn- 
over in United States securities and maximized turnover in Canadian securities. 
We assumed that all new cash inflow was invested directly into United States 
securities, so that purchases of United States securities to that amount did 
not represent turnover. We also assumed that all purchases of Canadian common 
stock were financed by the sale of other Canadian common stocks. We tested 
the 1967 trading of nineteen Canadian mutual funds on these assumptions, and 
found that in seventeen of them the turnover was higher with United States than 


with Canadian securities. 


I) The level of turnover in United States securities is sufficiently 
greater than that in Canadian securities to indicate that investment 
managers may follow different approaches when trading in the two markets. If 
true, this would be only in small part attributable to the income tax consider- 
ations alluded to above, since there is technically no difference under Cana- 
dian income tax law between the criteria which determine whether gains on 
transactions in United States and Canadian securities are to be taxed as 
income. Of far greater importance is the fact that securities markets in the 


United States provide better facilities for the accumulation or liquidation of 
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substantial positions in short periods of time. It is more difficult to attain 
a high turnover rate in Canada than in the United States, and the difference 
between the two markets is probably the principal explanation for the different 


portfolio turnovers. 


Spl The preceding paragraphs relate exclusively to trading in common 
stocks, for it is this area that has been the focus of attention in 

the mutual fund industry during the years studied. Both trading with relation 

to year-end assets and portfolio turnover figures are substantially lower for 


fixed income securities, including preferred stocks, than for common stocks.* 


aeo2 While portfolio turnover is of considerable importance in the mutual 
fund industry, we do not imply that high rates of portfolio turnover 
should necessarily be subject to criticism; the generation of portfolio trans- 
actions for reasons extraneous to investment management, often referred to as 
Schuring», eSiouldypercriticizedvinithe strongest possible terms, but tachi gh 
turnover rate consequent upon the search for good investments is not abusive in 
itself. If the high turnover does not produce good performance, the investment 
manager may be criticized, but the criticism should be for the poor performance 
rather than the high turnover. Investment management is a difficult task for 
which precise guidelines cannot be established; some managers operate best 


with high turnover, and they should not be prevented from doing so. 


* The statement made in the text is confirmed by the following statistics, 
which show the annual dollar value of trading in common stocks and in fixed 
income securities as percentages of total net assets at the year-end. The 
information relates to large Canadian mutual funds and large trust company 
investment funds as defined at the beginning of Appendix "B"; convertible 
securities are treated as fixed income securities. 


1962 1965 1966 1967 
CGOMMONMOLOCK'S cietereleretersicloicis cc cc's BML Le BS) GE 47.93 63.63% 
Fixed Income Securities....... 20.0 10.6 SE Bs 7 

dd mmm mmm i ee 
OES | tyes cutie cecal toate ee as Siatete’ +S Bilge: 45.8 56.4 69.3 


The decline in total trading as a percentage of year-end assets over the 
period from 1962 to 1965 resulted entirely from the decline in trading in 
fixed income securities. 
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i) a bn Most of the statistics quoted above are aggregate figures for the in- 
dustry and conclusions drawn from them would be inapplicable to many 
mutual funds. Those with conservative investment objectives tend to have lower 
turnover rates than the venture mutual funds and others which accept a higher 
degree of risk, and smaller mutual funds tend to have a higher turnover rate 
than the large mutual funds. We did not find that mutual funds sold through 
brokers had higher turnover rates than those sold through direct sales forces, 
although suggestions had been made to us that this would be true because broker- 
sold mutual funds had to generate sufficient transactions to provide reciprocal 
business for brokers who sold their shares or units. We were unable to deter- 
mine whether mutual funds for which brokers were the investment managers had 


higher turnover rates than other mutual funds of ‘the same size. 


3. D4: Another aspect of our work related to the influence on the securities 
markets of trading by mutual funds. Had we found that mutual funds 
were consistently accentuating price fluctuations by purchasing securities the 
market prices of which were increasing, or selling securities the market prices 
of which were decreasing, we would have been seriously concerned. No such 
finding was made. So far as reliable conclusions could be reached on the basis 
of available data, our findings were favourable to the mutual fund industry, 
indicating that trading by mutual funds tends to moderate rather than to accen- 
tuate price trends. These indications are based on analyses of the trading 
data supplied by mutual funds in response to our questionnaires; some of these 
data are reflected in the summary tables contained in Appendix "B". While iso- 
lated instances were found in which mutual fund trading had tended to accentu- 
ate the trend of the market as a whole or of particular stocks, there was no 
evidence that mutual fund trading generally accentuated price trends. A consid- 
erable number of cases were found in which mutual fund trading appears to 


have moderated price trends. 


a0 Two specific studies were conducted to test the more general analyses 
referred to in the preceding paragraph. In\the first of the two stu- 
dies we selected ten months during which new investments in, or withdrawal of 


funds from, the Canadian market by Canadian mutual funds aggregated in excess 
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of 5% of the value of trading on the T.S.E. industrial section. We assumed 
that mutual fund trading accentuated the price trend when mutual funds were net 
purchasers while the industrial section was, on average, rising in price or 
wien theyswere «the net’ Sellers) while thatsectionwas,on average’, falling in 
price. On’ this basis, the trend was’ accentuated in’ only one out’ ‘of the ten 
months. The second study was done with respect to individual securities rather 
than the entire market. It was again found that mutual fund trading was in 
most cases against the trend, so that they may be said to have exercised a sta- 
bilizang influence. It is',°of course, clear’that the’ specific responsibilities 
of a mutual fund investment manager do not include market stabilization, 
although his mutual fund may suffer from price changes consequent upon desta- 
bilizing transactions. . There are certain other factors which’ may contribute to 
the apparent stabilizing tendency of mutual fund trading. In Canadian securi- 
ties markets it is often possible to accumulate a substantial position in a 
particular security only when the price is falling, and to liquidate such a po- 
sition only when the price is rising. Some sales may have been motivated by 
the desire to transfer the money to the United States market. Some purchases 
may have been motivated by the availability of net new money for investment. 
Whatever the explanations, on the basis of our general analyses and of the 

two specific studies we think it reasonable to conclude that trading by mutual 


funds has tended to have a stabilizing effect on Canadian securities markets. 


3.50 The preceding summary of our findings with respect to mutual fund tra- 
ding practices deals only with the principal questions most frequently 

raised on that topic. Other questions have also been considered, and we have 

not ascertained that problems exist which require legislative intervention. 

The interested reader will find a considerable quantity of statistical infor- 


mation in Appendix ''B". 
e 


The Role of Brokers: Commission Structure and Reciprocal Business 

3 bw There are two principal types of relationship between brokers and mu- 
tual funds: the sale by brokers of shares or units issued by mutual 

funds, and the execution by them of transactions for the portfolios of mutual 


funds. In Canada, the number of dollars involved annually in each relationship 
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is very substantial, although it is not as large as might otherwise be expected 
because of the comparatively small percentage of mutual fund shares or units 
sold through brokers and because of the extent of investments in United States 
securities, most of which are made through United States brokers. During 1967 
brokers sold shares or units of Canadian mutual funds having a value of $153 
million, of which the short-term transactions described in paragraph 13.62 ac- 
counted for $86 million. We estimate the direct income to brokers from the 
sale of the remaining $67 million in shares or units to have been between $3.4 
million and $4.7 million, after allowance for the portion of the sales charges 
retained by the distribution companies. In addition, we estimate that Canadian 
brokers received in excess of $4.5 million during that year as commission for 


brokerage transactions executed on behalf of mutual funds. 


5 0 It is apparent from the dollar figures involved that the relationship 
between mutual funds and brokers is of considerable importance in an 
analysis of industry operations. This importance is accentuated by the fact 
that the bulk of brokerage commissions paid by mutual funds arise from trans- 
actions effected through stock exchanges, and therefore are subject to the min- 
imum commission rates prescribed by stock exchanges for their members. These 
minimum commission rates ordinarily do not differentiate between transactions 
on the basis of size; the commission levied on a transaction involving $100,000 
is 100 times that levied on a transaction involving $1,000 in the same securi- 
ties at the same price. Certain special adjustments, described below, alle- 
viate the impact of this commission structure for large volume transactions 
that satisfy certain requirements; apart from such adjustments it is generally 
recognized that the commissions applicable to large transactions under the 
schedules of minimum commission rates are unrealistically high as a result of 


their failure to recognize the economies of size. 


aD0 The brokerage industry is a service industry, and it is both inevi- 
table and desirable that investors should deal with brokers who supply 

the best service. Brokers, have traditionally, not, confined’ their) activities, £0 

execution of orders received from the client. Many provide extensive invest- 


ment advice; some have large departments established solely for this purpose. 


90 


In addition, most brokerage firms are prepared to hold their clients' securi- 
ties in custody and to render similar mechanical and bookkeeping assistance. 
None of these services is ordinarily charged for separately. All are consid- 


ered to be paid for by commissions levied on the execution of transactions. 


a. 00 The increasing participation in the equity markets by large institu- 
tional investors, including but not limited to mutual funds, combined 
with the nature of the commission structure described in paragraph 3.58 has 
accentuated the importance of the practices described in the preceding para- 
graph. Institutional investment managers demand extensive investment advice 
from brokers. They also expect and receive additional services. For example, 
many mutual funds have the value of their equity portfolios for purposes of the 
determination of net asset value, computed by brokerage firms; at least one Can- 
adian brokerage firm provides this service for several mutual funds. These 
and similar services are paid for entirely through the allocation of commission 
business to the firms involved, and the sophistication of investment managers 
forces brokerage firms to compete in the provision of services to justify allo- 


cation to them of commission business. 


BO While various services in addition to the execution of portfolio 
transactions are performed by brokers in exchange for commission busi- 
ness, undoubtedly the most important of these services is the provision of 
investment advice. The importance of this service has been accentuated by the 
developments referred to in the preceding paragraph, for institutional in- 
vestors demand extensive investment advice from brokers. We are unable to com- 
ment on the position of other institutional investors, but our observations of 
the mutual fund industry indicate that management companies place heavy reli- 
ance on the advice received from brokers. In many cases the management company 
retains only a comparatively small investment advisory staff. In these cases 
investment decisions are made almost entirely on the basis of advice received 
from brokers; this is particularly true of management companies associated 
with smaller mutual funds. We comment in Chapter X, particularly in para- 
graphs 10.25, 10.26 and 10.90 on the relevance of this practice to management 


fees; for present purposes it is sufficient to note that a decrease in the 


oil 


amount of advice and opinions received from brokers as a result of a decrease 
in minimum rates might be a relevant factor to be considered in favour of an 


increase in management fees, particularly with respect to smaller mutual funds. 


Sue Like other persons who are in a position to give advice that might or 
might not result in business for themselves, brokers are subject to 
temptation that they will shape their advice to produce business. The specific 
danger is that they might give advice designed to persuade their clients to’ buy 
or sell rather than to hold. While we have found nothing to indicate that the 
advice given by brokers is affected by this consideration, it concerns us that 
more management companies have not developed staffs capable of giving invest- 
ment decisions the careful analysis they deserve, and of providing the funda- 
mental research that 1s necessary for a successful long-term investment) pros 


gramme. 


3.05 Other types of problems can arise from the use of commission business 

to pay for investment advice. For example, a mutual fund or other 
institutional investor associated with a brokerage firm and committed to effect 
all its transactions through that brokerage firm may suffer because investment 
advice will not be available to it from other brokerage firms. Further, all 
institutional investors are aware of the availability of this type of service, 
and are also aware that as a result of the minimum commission rates this and 
other services provide the only form of competition available to brokerage 
firms. This means that the investment manager must accept investment advice or 
other services if he wishes to take advantage of the competition; in other 
words, he can obtain what amounts to a commission discount, but only in the 
form of services. These problems, combined with those alluded to in the pre- 
ceding paragraph, are matters of considerable concern in the securities 


industry. 


3.64 In the context of mutual funds, there is one major problem in addition 
to those mentioned above. The management company of a mutual fund 

undertakes to supply investment management for a fee. For it to receive advice 

from brokerage firms in exchange for commission business executed on behalf of 


the mutual fund constitutes an additional benefit paid for by the mutual fund. 
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The management company, which has undertaken to provide research and investment 
advice, in fact receives a considerable amount of it at the expense of the mu- 
tual fund, over and above the management fee. Ideally, the benefit of any 
reduction, direct or indirect, in the commission charges should enure to the 
mutual fund rather than the management company. We are aware of no way in 
which that ideal could be attained on a basis consistent with the minimum com- 
mission structure and, for reasons indicated below, we do not feel that we can 


appropriately recommend changes in that structure. In paragraph 10.90 we rec- 


ommend instead that the extent of reliance on advice from brokers be taken into 


account in the determination of the reasonableness of management fees. 


0s The use of brokers as a channel of distribution for shares or units of 
mutual funds, combined with the pressure to provide them with maximum 
compensation for such sales, has resulted in the allocation of portfolio trans- 
actions to compensate brokers for the sale of shares or units. The extent of 
this practice differs between organizations, but it is common practice for bro- 
kers who sell mutual fund shares or units to be allocated portfolio trans- 
actions for execution in order that the commissions will provide additional com- 
pensation. In some cases, this is done on the basis of an understood formula; 
a frequently used formula is that a dollar in portfolio transactions is allo- 
cated for every dollar's worth of shares or units sold. In other cases, the 
practice is not rigid, and with some distribution companies, it is not used at 
all. Where it is used, the commission business is received by the broker as 


compensation in addition to his portion of the sales charge. 


3.66 The problems involved with the allocation of portfolio transactions as 
additional compensation for sales are more acute than those involved 
in the use of reciprocal business as compensation for investment advice. The 
participants in the mutual fund may benefit from such advice, if it improves 
the quality of portfolio transactions; it is hard to see any benefit to them in 
the sale of further shares or units. The management company may be subject to 
a temptation to generate portfolio transactions unnecessarily in order to com- 
pensate brokers for the sale of shares or units. In addition, there is the po- 


tentiality of abuse in the receipt by brokers of additional compensation for 
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the sale of shares /or‘%units which they do not/ disclose sto their clients ror 
all these reasons, we consider the allocation of portfolio transactions as com- 
pensation for the sale of shares or units to be an undesirable practice. How- 
ever, for reasons indicated in paragraph 3.69 we do not feel that it should be 
prohibited by statute; apart from the problems there mentioned, such a statute 
would be difficult or impossible to enforce. Instead, we recommend in para- 
graph 10.90 that the extent of use of reciprocal business to provide additional 
compensation for the sale of shares or units be considered in the determination 


of the reasonableness of sales charges. 


Sage In its Public Policy Report* the Securities and Exchange Commission in 
the United States made findings substantially similar to the conclu- 
sions set out in the preceding paragraphs of this ‘section. Ther S.E2C.9further 
found that the use of portfolio transactions as compensation for services, usu- 
ally called "reciprocal business" had been developed to a highly organized pat- 
tern in the United States through the use of 'give-ups". Under a give-up, the 
broker who effects a portfolio transaction surrenders a portion of the commis- 
sion, on instructions, to another broker. For present purposes, it is not nec- 
essary to trace in greater detail the position in the’ United States: it has 
become one aspect of a major dispute over commission structures and sales 
charge arrangements. The use of give-ups has been restricted and stock ex- 


change commission rates on large transactions have been lowered. 


5508 In Canada, the use of reciprocal business as compensation for invest- 
ment advice is very common. Its use to compensate brokers for the 
sale of shares or units has not developed to the extent used in the United 
States. Applicable stock exchange rules are one responsible factor. Another 
factor is that the percentage of sales of shares or units effected through bro- 
kers is much smaller in Canada, so that there has not been as great pressure to 
extend the practice of giving reciprocal business for sales. Give-ups are 
little used in Canada, although they have developed to a limited extent; most 
reciprocal business is effected by orders placed directly with the broker to 
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be benefited. Stock exchange rules have also prevented the use by Canadian 
distribution companies of portfolio transactions with United States brokers to 


provide reciprocal business for Canadian brokers. 


3409 In spite of our concern about undue reliance by mutual fund management 
companies on investment advice paid for with reciprocal business, and 
in spite of our adverse conclusion on the use of reciprocal business to compen- 
sate brokers for sales of shares or units, we do not believe that mutual fund 
management companies should be prohibited from these practices. We regard 
them as a natural result of the economic and regulatory environment. To pro- 
hibit them would be difficult because competitive considerations would motivate 
management companies and brokers to find an alternative technique to accomplish 
the same objectives; even if the prohibition were succesful, the result would 
be a windfall to the brokerage community, for brokers would receive commissions 
at the same rates but would not have to provide reciprocal services. The true 
remedy for the problems in this area lies in revision of the minimum commission 


SenuUe purer. 


370 Steps have already been taken by the Canadian stock exchanges to 
reduce the anomalies inherent in the minimum commission structure as 
applied to large volume transactions. These steps are here described with ref- 
erence to the Toronto Stock Exchange; substantially similar arrangements have 
been implemented by other Canadian exchanges. In 1968 the Toronto Stock 
Exchange revised a procedure for block transactions that had been in effect for 
some years and was heavily used by mutual funds. The procedure in effect 
prior to the revision permitted single transactions involving between $100,000 
and $250,000 to be effected off the Exchange floor at three-quarters of the 
regular commission, and those involving in excess of $250,000 to be so effected 
at one-half of the regular commission. The revised procedure allows only a 30% 
commission reduction, but that reduction is applicable where the total value of 
purchases or sales of a particular security made within five consecutive trading 
days, whether or not effected on the floor of the Exchange, exceeds $100,000. 


The new procedure is popular with, and heavily used by, mutual fund investment 
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managers. They agree that it lowers commission costs and also feel that it has 
made a contribution to liquidity by returning large transactions to the floor 


of the Exchange. 


ney al Experience has not yet indicated what effect the new procedure for vol- 
ume discounts will have on the extent of use of reciprocal business 
to compensate for services, especially investment advice, and for the sale of 
shares or units. It may be that the new procedure will constitute an adequate 
resolution of the problems. In addition, we recognize the importance to stock 
exchanges of the minimum commission structure and that extensive changes in 
that structure could have a fundamental effect on the operations of the securi- 
ties industry. The implications of adjustments in this area go far beyond mu- 
tual funds and investment contract companies, and we do not think such adjust- 
ments should be recommended by this Committee. Most of the Canadian stock 
exchanges have stated in letters to us that the entire volume discount position 
is being kept under continuing review. We urge that the appropriate administra- 
tive and legislative authorities also consider the question after further ex- 
perience under the 1968 revision of the volume discount procedure. Develop- 
ments in the United States are also of direct relevance to the Canadian situ- 
ation. So long as there is wide-spread reliance by mutual fund management 
companies on allocation of portfolio transactions as compensation for services 


rendered, the problems discussed above will in our opinion continue to exist. 


Management Companies as Stock Exchange Members, and Vice Versa 


Seed A controversial topic closely related to that of stock exchange com- 
mission rates is whether mutual fund management companies should be- 
come members of stock exchanges in order to reduce commission costs. This 
step has at the time of writing been taken by only one Canadian management com- 
pany, A.G.F. Management Limited. A wholly-owned subsidiary of that company, 
A.G.F. Management, Inc., has become a member of the Pacific Coast Stock Exchange 
in the United States. Since a very large proportion of the portfolio transac- 
tions of mutual funds managed by A.G.F. Management Limited are effected in the 


United States, substantial savings can be realized in this way. 
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A.G.F. Management Limited has agreed to reduce the management fee charged the 
mutual funds it manages by an amount equal to the "net income" realized by 
A.G.F. Management, Inc. from transactions for these mutual funds, less United 
States withholding taxes applicable if that amount were paid to the parent com- 


pany by way of dividends. 


tel >) It is apparent that substantial savings can be realized if the mana- 
gement company of a large mutual fund is able to effect transactions 
directly on the stock exchange and thereby avoid the minimum commission struc- 
ture. To the time of writing, Canadian management companies have not expressed 
strong interest in “such -aVstep. “We think “there “are-three ‘reasons for this: 
the expense involved in the acquisition of a membership or seat on a stock ex- 
changes eatnentact tthati transactions rcould no, (longer the allocated jtowbrokers «as 
compensation for services; and the lack of anonymity in the implementation of 
transactions through the management company. As mutual funds grow larger and 
minimum commission structures become more realistic, the former two factors may 
disappear. wine lack of “anonymity may bie’ more -d1itiucult*to resolve, ‘but 1n*our 
opinion this would not alone be sufficient to prevent management companies from 


becoming stock exchange members. 


ae 74 We wrote to Gach (or the Canadian stock exchanges to inquire as to 
their policies should applications for membership be received from mu- 
tual fund mangement companies. Most replied, and each of those which replied 
indicated a negative opinion although that opinion was not in all cases ex- 
pressed as a considered policy decision. Two reasons were advanced. It was 
felt that brokers should be prepared to deal with all aspects of the investment 
business only thus ‘are’ they able to contribute to the maintenance of a market 
place that will serve a wide range of interests. Management companies, it was 
suggested, would not be able to do this. Secondly, concern was expressed as to 
the application of the exchanges' regulatory and disciplinary powers to a mana- 


gement company, particularly if that company was a public company. 


S275 It is anomalous that mutual fund management companies are prohibited 
from the acquisition of stock exchange membership, while brokerage 


firms are permitted to become mutual fund management companies. The two 
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arguments referred to in the preceding paragraph do not convince us that the 
prohibition is justified. The only arguments to that effect which we find at 
all persuasive should be equally effective as arguments in opposition to bro- 
kers becoming management companies of mutual funds. These arguments are consid- 


ered in the next paragraph. 


or £0 In any case where the management company is also a stock exchange mem- 
ber and will make a profit by effecting portfolio transactions for 

the mutual fund, difficulties are present. There is a conflict of interest,on 

the part of the management company in the determination of trading decisions. 

The fact that commission business is assured and cannot be taken away by 

another broker through superior research advice reduces the motivation to gen- 

erate investment advice. The corollary of this is as indicated in paragraph 


3.63, that where a mutual fund's transactions are all effected through one 


broker, there is no reason for other brokers to supply investment advice. Fi- 
nally, apart from the other problems, it is difficult or impossible to make 
adequate disclosure of the significance of the arrangement. For example, the 
prospectus of one mutual fund which has a brokerage firm as its management com- 
pany and pays that firm a management fee of 1% of its average total net assets 
per year, briefly states that all transactions for the mutual fund will be ex- 
ecuted by a wholly-owned subsidiary of the brokerage firm which holds its stock 
exchange membership. No suggestion is made that any portion of the profit will 


be refunded, as contemplated by the arrangement described in paragraph 3.72. 


Drala The problems described above, which arise in any case where the same 
organization acts as management company and as broker regardless of 
which is its principal business, may differ in scope but do not differ in kind 
from the general problems described in the preceding section which arise from 
the use of reciprocal business. There are other problems inherent in the com- 
bination of the management and brokerage functions, involving, for example, the 
potential use of the mutual fund to purchase securities the broker is unable 
to sell elsewhere. The latter problems are, if anything, more serious for the 


brokerage firm which is also a management company than for the management 
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company which holds a stock exchange membership. Such problems would be alle- 
viated, but not eliminated, through implementation of the recommendations in 


Chapter IX. 


Sy is} Because the problems described in paragraph 3.76 differ only in scope 
from the general problems involved in the use of reciprocal business, 
we have concluded that the reasons which persuaded us not to make specific rec- 
ommendations in the latter context are also relevant here. We therefore make 
no recommendation to limit the acceptance by brokerage firms of portfolio 
transactions for mutual funds managed by them, although we feel that the entire 
Situation should be kept under continuing scrutiny by administrative authori- 


ties. 


an79 We have also decided to make no recommendations on whether management 
companies should be admitted as stock exchange members. This, like 
the minimum commission structure, is a topic with far-reaching implications in 
the securities industry. Management companies are only one type of financial 
institution that might wish to obtain memberships on stock exchanges, and we 


think the entire question should be considered in the wider context. 
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GHAPTER lV 


ADMINISTRATIVE PROBLEMS IN MUTUAL FUND OPERATIONS 


4.01 In Chapters II and III we discuss the two most important aspects of 
mutual fund operations, the distribution of shares or units and the 
provision of investment management. While these activities dominate the in- 
dustry, no study of mutual funds would be complete without an analysis of the 
administrative framework that provides the context within which they are car- 
ried on. Indeed, with mutual funds as with other financial institutions that 
cater to large numbers of investors, administration is of particular importance. 
Procedures must be arranged so that many accounts can be efficiently adminis- 
tered at minimum expense. The possibility exists that these procedures might 
benefit the financial institution concerned at the expense of the investor. 
Certainly they should be carefully reviewed, both to assist in an understanding 
of the distribution and management functions and to ascertain any possible un- 


fairness to investors. 


4.02 Few if any of the matters discussed in this chapter would be consi- 
dered by even the most knowledgeable of mutual fund investors. Their 
natural assumption is that administrative aspects of the mutual fund are so 
arranged as to facilitate the purchase of shares or units and the investment by 
the mutual fund of the proceeds of sale with maximum fairness to all concerned. 
We have concluded that this is a justifiable assumption, and that rules concer- 
ning administrative arrangements should be applied to confirm the accuracy of 


the assumption. We do not regard such rules as restrictive; rather, they 
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provide a common framework of operations. They do not impede but assist the 
development of competition among mutual funds in the vital functions of distri- 
bution and investment management. They therefore are of benefit both to mutual 


funds and to their investors. 


4.03 In this chapter we briefly describe the principal difficulties to be 
resolved in the administration of mutual funds, all of which are con- 
sidered at greater length in later chapters. For explanatory purposes and to 
emphasize the extent to which these problems are attributable to the scope of 
mutual fund operations, comparative references to investment clubs are made 
throughout the chapter. The discussion is designed only to indicate the nature 


of the problems that must be resolved, and is correspondingly brief. 


Determination of Investment Policies and Decisions 
4.04 The organizers of an investment club almost certainly have a common 
approach to investment policy; if they do not, they ought not to 
belong to the same club... One of :the earliest organizational matters to be 
attended to, preferably before any investment decisions are made, is the reduc- 
tion to written form of this common policy. The written statement will ordi- 
narily not only specify investment objectives, including a reasonably precise 
statement of the degree of risk to be undertaken, but should also spell out the 
investment practices that will be available to assist in the accomplishment of 
those objectives. If there are to be restrictions on the types of investments 
to be purchased, they should be indicated. Other relevant matters include 
whether the club is or is not to borrow, effect short sales, and write or pur- 


chase puts and calls. 


4.05 The next decision to be made by the investment club is how decisions 
are to be made. Any except the smallest club will ordinarily delegate 
at least emergency powers to an individual or committee, in order to enable 
quick action to be taken when necessary between club meetings. A larger club 
will often delegate very wide powers to a small group, and careful consideration 
must be given- to the extent to which decisions of that group will be subject to 


review by the membership. 
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4.06 The same questions concerning investment policy must be resolved in 
the operations of a mutual fund. They arise, however, in a different 
context. Ordinarily the organizers of the mutual fund arrange in advance by 
contract (in the case of an incorporated mutual fund) or by trust agreement (in 
the case of an unincorporated mutual fund) to confer on the management company, 
which is controlled by them, the power to make investment decisions for the mu- 
tual fund. With incorporated mutual funds, and sometimes with unincorporated 
mutual funds, power is reserved to the board of directors, governors, or their 
equivalent to review and reject the management company's decisions, This power 
is rarely exercised; almost invariably in practice the management company has 
full authority. This means that there is no formal review of its decisions; nor 
is there ordinarily any realistic procedure available whereby shareholders or 
unitholders can determine that the services of a management company are inade- 
quate and replace it with another management company. The extent to which 
shareholders or unitholders may review management decisions and the manner in 
which they may replace the management company are discussed in Chapters VI 


and XI respectively. 


4.07 The scope of the management company's discretion in the determination 
of investments to be made by the mutual fund is restricted by the sta- 
tement of investment objectives and practices embodied in the prospectus. This 
also is created by the organizers of the mutual fund, and is designed so as to 
appeal to a segment of the investing public. It usually contains a general 
description of investment objectives, with an indication (often very vague) of 
the level of risk that will be accepted in the attainment of those objectives. 
It also describes, in more specific terms, the practices that may or may not be 
used, such as borrowing, short selling, and similar practices. Its contents 
might well be similar to the corresponding statement prepared by an investment 


clab. 


4.08 While the statement of investment objectives and practices acts as a 
constraint on the investment decisions taken by the management company, 
in most mutual funds the management company can as a practical matter amend the 


statement without consent of the shareholders or unitholders. Even in instances 
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where amendments require consent of the shareholders or unitholders, this con- 
sent can readily be obtained through proxy solicitation. Provided that the 
amended statement is satisfactory for prospectus purposes to the administrators 
in provinces where shares or units are being sold, the shareholders or unit- 
holders cannot ordinarily prevent such amendments although they can redeem 
their shares or units if they disapprove. The contents of statements of invest- 
ment objectives and practices, and procedures for their amendment, are discussed 


in Chapter XII. 


Relationships Between the Management 
Company _and the Mutual Fund 


4.09 Problems concerning the relationship between the management company and 
the mutual fund arise in the context of a mutual fund which rarely have 
any equivalent with investment clubs. Perhaps the most important is the size, 
manner of determination and method of payment of the management fee. Here, 
again, the organizers have virtually unfettered discretion within the limits im- 
posed by securities administrators through the exercise of their discretionary 
authority. Ordinarily the fees are determined as percentages of average total 
net assets, but technical problems arise in the computation and manner of pay- 
ment even of this comparatively simple type of management fee. Some mutual 
funds pay management fees that fluctuate with the rate of return on the mutual 
fund portfolio as compared with that on a portfolio composed of the securities 
that make up an accepted market index; the technical problems that arise in con- 
nection with such fees are considerably more serious than those with the fee 
computed as a percentage of average total net assets, and are accompanied by 
difficult questions of principle. These problems and questions are considered, 


and recommendations are made, in paragraphs 11.59 to 11.55. 


4.10 Another problem in the relationship between the management company and 
the mutual fund which ordinarily has no equivalent in the context of 
investment clubs is the allocation of expenses between the two. Most investment 


clubs would deduct expenses of operation from the assets of the investment club, 
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but with mutual funds these expenses are in. large part covered by the mana- 
gement fee. The extent to which this is true differs considerably between mana- 
gement companies, as a result of which comparisons of management fees may not be 


a relevant indication of comparative management expenses. 


A dA A third problem in the mutual fund context that is not ordinarily pre- 
sent with investment clubs arises from the fact that the organizers of 
the mutual fund consider its management and distribution contracts to’ be thers 
property. As explained in paragraphs 1.04 to 1.08, such contracts provide their 
entrepreneurial reward for the creation of the mutual fund, and a substantial 
initial investment may be required before the return under them becomes worth- 
while. Having made that investment, the organizers feel entitled to look to 
the contracts not only as a source of revenue but as property that may be dis- 
posed of. A number of transactions involving the transfer of contracts have oc- 
cured in Canada; in some cases, substantial profits have resulted. Another 
indication of the proprietary attitude to management and distribution contracts 
is that in several cases the controlling shareholders have made a distribution 
to the public of an interest in the management company. Shareholders or unit- 
holders of the mutual fund are rarely consulted concerning any of these trans- 
actions, although they may have purchased in reliance on the quality of the 
existing management company. Recommendations as to the procedures applicable 
on transfers of management and distribution contracts, and on sale of control of 
the management and distribution companies, are made in paragraphs 11.16 
to 11.26; the problems which arise when a management company ''goes public" are 


considered in paragraph 11.06. 


Arte All of the problems discussed in this section involve a difficult ques- 
tion as to the relationship between a mutual fund and its shareholders 
or unitholders. The mutual fund can well be regarded as a vehicle whereby money 
is managed for a fee and may be withdrawn at any time by its owner. On the 
other hand, many consider mutual funds, whether or not incorporated, to be ope- 
rating entities that retain outside management on a fee basis. The difference 
between the approaches is irrelevant to most aspects of mutual fund operations, 


but crucial to problems that involve arrangements between the management 
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company and the distribution company, and the mutual fund. If the mutual fund 
is simply a vehicle for money management, the management and distribution com- 
panies should be accorded wide authority although the shareholder or unitholder 
could redeem if dissatisfied. If the mutual fund is regarded as an operating 
entity, more authority in its operations should be entrusted to its shareholders 
Or unitholders. This question is returned to frequently throughout the report, 


and is discussed at some length in Chapter VI. 


The Issuance and Redemption of Shares or Units 


4.13 The organizers of an investment club will ordinarily wish to create 
rules and procedures to govern the addition of money to, and its with- 
drawal from, the portfolio of the investment club. Two principal questions are 
involved: the limitations subject to which participants may effect additions or 
withdrawals, and the arrangements to be used in the determination of the value 
of their‘iinterests from time toitime. ‘Both problems would be easily resolved if 
all participants followed identical patterns, adding or withdrawing money simul- 
taneously and in identical amounts. If more flexibility is to be provided for 
the participants to make use of the club to serve their own financial require- 
ments, by adding or withdrawing money when they think fit, then tfie mechanical 


and administrative problems to be resolved are considerably greater. 


4.14 If participants in an investment club are to be permitted to add cash 
tovthe portfolio tovincreasestheir holdings; and not all of them add 
equal amounts of cash at the same time, the initial question to be resolved is 
that of valuation. A number of assumptions must be made if the dollar value of 
aeportfollo*ofeinvestments 15) *to besdetermined with precision; the nature: of the 
assumptions and the problems they involve are discussed in Chapter XIII. The 
usual procedure is to rely on market value and to devise alternative procedures 


for the valuation of investments for which no market value is readily available. 


4215 Even in the context of an investment club, agreement on portfolio valu- 
ation procedures is not alone sufficient to resolve the second of the 

two questions referred to in paragraph 4.13. A decision must be made as to 

whether the value of a participant's interest from time to time should differ 


depending upon whether he is withdrawing money from, or adding it to, the 
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portfolio. If he proposes to withdraw money it could be said that the amount 
paid to him should reflect the brokerage and administrative costs involved in 
the payment. The argument would be that if securities must be sold to pay him 
the money, he, rather than the other participants, should pay the expense in- 
volved. Similarly it could be argued that the brokerage and administrative 
costs involved in the receipt of new money should be reflected when money is 
added for investment. Acceptance of these arguments would mean that the 
redeeming participant would receive less than the proportionate worth of his in- 
terest in the portfolio, and that the person adding new money would receive an 
interest in the portfolio worth less than the money added. The participants in 
the investment club must decide whether to accept these arguments and, if so, 


the amount of the increase or deduction to be made. 


4.16 The question of the limitations subject to which participants may 
effect additions or withdrawals raises more problems for resolution. 
It may take some time to invest money received, or to raise money to pay ona 
withdrawal. The time factor may be greater for larger amounts. Because of 
this, and because the participant's interest in the investment club is ordina- 
rily computed from the day of his payment to the club regardless of whether it 
is effectively invested on that day, the participants may wish to limit by 
amount or frequency or both the extent to which additions and withdrawals are 
made. Another approach to the question would be to require that a period of 


notice be given prior to an addition or a withdrawal. 


4.17 In the procedures on issuance and redemption of shares or units, the 
mutual fund faces all the problems outlined above with respect to 

investment clubs, but in magnified form; and it also faces a number of addi- 
tional problems which arise because of the public distribution of shares or 
units and the requirement that redemptions be effected on demand by the holder. 
The price received by the mutual fund for shares or units issued is usually the 
same as that paid by it for shares or units redeemed and no allowance is made 
for brokerage and administrative expenses incurred on issuance or redemption. 
The prices paid or received by the mutual fund are, of course, not necessarily 


the same as those paid or received by the investor for they do not reflect sales 
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or redemption charges levied by the distribution company. Rarely is there any 
specified limit on the size or frequency of redemptions or purchases, although 
some distribution companies purport to restrict unduly large or frequent trans- 
actions on a discretionary basis. The merits of the prevailing practices on 


these matters are considered in Chapter XIII. 


4.18 With respect to valuations, the public nature of a mutual fund aggra- 
vates the potential problems that can arise. An investment club, by 
its very nature, has considerable flexibility to adapt to circumstances; its 
participants are usually personal friends. This is not true of mutual funds, 
which must establish precise procedures for issuance and redemption of shares or 
units. Abuses can in these circumstances arise in a number of ways. If, as is 
often true, the price computed on one day is effective the following day (in the 
case of some mutual funds, the price is effective even longer) a sophisticated 
investor may make a substantial and certain profit on days when the market as a 
whole is rising. Usually, when the market is rising the value of a mutual 
fund's shares or units is also rising, and the investor has only to purchase 
shares or units at the preceding day's price and present them for redemption at 
the price quoted on the day of purchase to make (subject to sales charges) an 
instantaneous profit. This possibility, which arises. from) the practice called 


Phackward"pricing'!; 1s ,alsoydiscussedsin Chapter: XIil: 


4,19 Another difficulty with mutual funds that is not present to the same 

extent with investment clubs is the lack of predictability in cash 
flow. Sales and redemptions of shares or units both fluctuate in volume from 
time to time, with consequent problems in the conduct of an investment program- 
me. Mutual fund investment managers, unable to predict with certainty what 
their cash flow will be, are handicapped in their endeavours to formulate 


investment programmes. This problem is discussed in paragraphs 3.41 to 3.45. 


Custody of Assets 


4.20 To the newly formed investment club, custody is not usually a difficult 
problem. Arfangements can usually be expeditiously made with a custo- 
dian or broker to hold securities acquired by the club. Such a matter may be 


regarded as completely routine and may therefore be entrusted to the member who 
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is to assume the responsibility of club treasurer. Nor does custody of the ins- 
truments which represent members' participations in the club ordinarily present 
a serious problem. There may be no such instruments; the secretary or the trea-= 
surer may be relied upon to maintain records that indicate the position of each 
club member from time to time. That these aspects of club operations may be so 
lightly regarded does not mean they are unimportant; it only means that members 


are all prepared to trust the individuals to whom responsibility is delegated. 


Ai The question of custody is more complex in the context of a mutual 
fund, which is an enterprise organized for profit by persons who are 
usually unknown to the shareholders or unitholders. In the organization of the 
mutual fund arrangements are made for the custody of its portfolio securities. 
While the custodian is usually an independent bank or trust company, its respon- 
sibilities are spelled out in the agreement with it, and there may be a temp- 
tation for the organizers to negotiate the terms of that agreement with a view 
to the provision of maximum flexibility: In most cases ‘the organizers are 
anxious to establish safeguards, but in a few cases the procedures to be fol- 


lowed in order to obtain the release of securities from custody are very simple. 


Uae Regardless of the complexity of the safeguards established, few custo- 
dian arrangements would pose serious obstacles to two or more senior 
officers of the management company prepared to collaborate in the theft of the 
securities owned by the mutual fund. Perhaps a more likely procedure to be 
engaged in by the unethical management company is to cause the mutual fund to 
make investments designed for the company's benefit. Few, if any, custodian 
arrangements require the custodian to subject the transactions to any type of 
scrutiny, and the unethical management company might be able to effect with com- 
parative ease a series of transactions that would be of benefit to it. We dis- 
cuss the custody of mutual fund assets and transactions motivated other than 


by the best interests of the mutual fund in Chapters VIII and IX respectively. 


4.23 Another question of custody concerns the instruments that represent 
participations in the mutual fund by shareholders or unitholders. Par- 

ticularly in cases where the investment is made under a periodic payment plan, 

with investments at regular intervals over a period of time, the certificates 
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that represent the shares or units acquired are frequently held by a custodian. 
Again, the custodial arrangements are made by the organizers of the mutual fund, 
and they are often made in such a way that in any case where the shares or units 
must be voted, they will be so voted as to support the position of the manage- 
ment or distribution company. To the extent that voting rights are conferred on 
shareholders or unitholders, consideration must be given to whether the custo- 
dians should be required to look for instructions to the investors on whose 
behalf they hold shares or units. These questions are also discussed in Chapter 


Witt. 


4.24 The final aspect of the question of custody concerns incoming money for 
the purchase of shares or units. In the investment club, this is usu- 
ay. deposited directly ain*®the clubts account’ That is rarely theycase ‘with 
mutual funds. It is in the best interests both of the purchaser and of the 
other shareholders or unitholders that such money should be added to the assets 
of the mutual fund as expeditiously as possible. Yet, particularly in cases 
Where the sale is made through a salesman in the field and the money paid to 
him, the mechanical problems involved in the transfer of money to the mutual 
fund are such that some delay is inevitable. A distribution company in need of 
money could easily lengthen this period and make use as working capital of the 
resultant "float" of money paid for shares or units but not yet invested in the 
mutual fund. It could also retain the interest on the money for the intervening 
period. We are aware of one instance in which both of these practices occured, 
and in which serious results for all concerned were only narrowly averted. 
There are many other instances in which an appreciable delay before money is re- 


ceived by the mutual fund occurs frequently. 


Continuing Disclosure to Participants 


Ae 2S The members of an investment club must decide the extent of information 
they wish to receive on a continuing basis concerning the club's acti- 

vities, and the manner in which that information is to be provided to them. 

This decision involves a determination of the extent to which the desire for 

information should outweigh the cost of supplying it. Two types of information 


are involved: that which relates to the investment club itself, and that which 
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relates to the interests of the members in the investment club. Members might 
well decide to content themselves with relatively little information on each 
point; oral reports at club meetings coupled with an annual statement might be 


regarded as adequate. 


4.26 In the context of mutual funds the public nature of the organization 

and the fact that shares or units are in continuous distribution to the 
public complicate the problems of continuing disclosure as they do all other 
problems discussed in this chapter. With respect to information as to the ope- 
rations of the mutual fund, it is difficult to distinguish between the infor- 
mation that should be provided for the new purchaser and that which should be 
provided for the existing shareholder or unitholder, although it is obvious that 
the rules as to when the information is to be supplied must be different in the 
two cases. Our conclusions on this and related questions are set out in 


Chapters XIV and XV. 


a) 


CHAPTER V 


DEFINITION AND CAPITAL STRUCTURE OF MUTUAL FUNDS 


oe sl. Crucial to the legislative scheme proposed in this report is the belief 
that mutual funds are a class of financial institutions and should be 
regulated as such. This belief is one we fully accept, and the eleven govern- 
ments which appointed us as a committee impliedly adopted it through the nature 
of the responsibilities they conferred upon us. Yet the term "mutual fund" is 
sometimes used today to refer to closed-end investment companies as well as to 
the organizations we regard as mutual funds, and that usage was common in the 
past. The term has developed a narrower meaning through popular usage in recent 
years, although no general consensus has been reached as to precisely what orga- 
nizations are to be regarded as mutual funds. This must be decided if the discus- 
sion in following chapters is to be meaningful; and an exact definition of-the 
term forms an essential part of the legislative scheme which we concluded to be 
hMecessary. In this chapter we build on the general description of mutual fund 


operations provided in Chapter I to arrive at a definition of mutual funds. 


Dez In Chapter I we describe the regulations to which a Canadian mutual 
fund is presently subject. These are determined in part by the form of 
organization of the mutual fund. Every mutual fund qualified for public sale 
in Canada is organized either as a company or as a trust, and is therefore sub- 
ject to the law applicable to companies or to trusts. Other forms of organiza- 
tion, such as the partnership, could be adopted but each would involve the 
acceptance of the legal requirements applicable to organizations of that type. 


The principal regulatory implications of organizing as a company or as a 


igh 


trust are summarized in paragraphs 1.50 to 1.58. Corporations act provisions 
constitute detailed codes of procedure; few of them, and those only to a limited 
extent, make allowance for the problems and practices that are peculiar to mutual 
funds. The trustee acts are much less detailed and leave very considerable scope 
for determination of procedural arrangements by the trust agreement or other in- 


strument which creates the trust. 


5203 We have concluded that the principal regulatory requirements applicable 
to mutual funds should be uniform regardless of the form of organiza- 
tion adopted in a particular case. For convenience, and because of the divers- 
ity of possible forms, the approach adopted in this report is to recommend pos- 
itive requirements for application to all mutual funds, as defined; the defini- 
tion propounded in the next section includes companies, trusts, partnerships or 
other types of organization which possess the essential attributes of a mutual 
fund. In subsequent sections of this chapter we consider the equity structure 
of mutual funds; that discussion is the only important instance in this report 
where we have found it necessary to make detailed reference to existing legal 
requirements applicable to mutual funds organized in a particular way. This is 
because certain of the statutory provisions applicable to incorporated mutual 
funds are so inconsistent with our conclusions that special reference to them 


seems essential. 


Definition of a Mutual Fund 


5.04 Two principal questions must be resolved in the formulation of a pre- 
cise definition of the term 'mutual fund". The first is the nature of 
the activity which distinguishes mutual funds from other financial institutions, 
The second is whether financial institutions which carry on that activity in ad- 
dition to other activities should be regulated as mutual funds. All financial 
institutions provide for the pooling of money received from a number of partici- 
pants; money is raised by the issuance of instruments, which may be called cer- 
tificates, securities, contracts, agreements of deposit or by other names, and 
is pooled for investment in accordance with the nature of the business of the in- 


stitution concerned. In most cases, the instrument issued constitutes a debt or 
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fixed obligation of the financial institution; the organizers or equity par- 
ticipants receive the benefit of any excess earnings on the money raised over the 
amount that must be paid to the holders of the instruments and expenses of oper- 
ation. In some of these cases the equity participants must pay a portion of the 
excess earnings to the debt-holderssforecompetitive reasons; texamples include 
dividends on life insurance policies and additional credits on investment con- 
tracts. In spite of this, there is a fundamental difference between these in- 
struments and those under which losses and gains experienced by the portfolio 
are automatically passed through to the participants. It is this difference 
which distinguishes the instruments (shares or units) issued by a mutual fund 
from those issued by other financial institutions. The mutual fund share or 
unit does not constitute a debt or fixed obligation; its value fluctuates di- 
rectly with the value of the proportionate interest which it represents in the 


mutual fund portfolio. 


UE Mutual funds are not the only financial institutions that issue equity 
instruments. Every financial institution has such instruments outstand- 
img, usually in the’ form of shares, which mieht or might not be in public hands. 
The difference between mutual fund shares or units and the equity instruments 
issued by other financial institutions is that the holders of the latter can 
only realize on them through sale to others at the best available price, or (in 
some cases) through redemption by the assuer at its own option. The issuer can- 
not be required to redeem the shares on demand by their holders, nor can the 
holders, when the shares are sold or redeemed, count on receipt of a price deter- 
mined solely by reference to the proportionate interest they represent in the 
assets of the issuer, although that may be a relevant factor in the determination 
Himerice iby tcontrast,1a holder: of -aimitual fund tshare or unit 1s tentitiled «to 
receive, on demand, an amount determined by reference to the value of his propor- 
tionate interest in the mutual fund. , We have concluded that this is the dis- 
tinctive feature of the mutual fund share or unit and that the issuance of such 
instruments is the activity which distinguishes mutual funds from other financial 


inst PewtLvons 


LES 


5.00 The’ conclusions set out in the preceding paragraph lead naturally to 
the further conclusion that if any organization has outstanding instru- 
ments which the holders can require it to redeem at an amount determined by ref- 
erence to the value of the proportionate interests the instruments represent in 
the assets of the organization, it is a mutual fund. Subject to certain excep= 
tions set -out in the next section; tthat is the ‘definition werproposets fhis@dec 
inition may seem obvious, but it has a number of important implications. One 
arises from the fact that reliance for definitional purposes on the nature of 
the instrument issued makes irrelevant the nature of ‘the business ‘carried on by 
the organization. For example, an industrial company the principal asset of 
which was its plant and equipment, might decide to provide shareholders with the 
right to demand redemption of their shares at a price computed by reference to 
the value of the proportionate interest they represented in the company's assets. 
To confer this right would, however, make the shares into mutual fund shares and 
under our proposed definition their issuance would make the industrial company 
a mutual fund. As a mutual fund, the company would almost certainly be in) yvio-= 
lation of the investment restrictions proposed in Chapter XII for application to 
mutual funds, because of the concentration .of its holdings in illiquid assets 
and probably also because it owns real estate. The result would be that the 
industrial) company could not provide such @ right an its shares, a 7est (teen 
we think desirable because of the valuation and liquidity problems that would 


be involved. 


5 07 Our answer to the first question raised in paragraph 5.04, that what 
distinguishes mutual funds from other financial institutions is ‘the 

issuance of mutual (fund shares: or ‘units; leads maturally ito thei resolutrongses 
the second question. Any entity which issues such instruments is a mutual fund, 
and that would include any other financial institution regardless of the nature 
of its other activities. Other financial institutions that decide to sell in- 
struments having this characteristic establish segregated or separate funds by 
reference to which the redemption value is computed; under our proposed defini- 
tion, such a fund rather than the financial institution which created it would 
be the mutual fund. This point is explored further in later sections of this 


chapter. 
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5.08 Our answer to the second question raised in paragraph 5.04 is not sole- 
ly a result of our decision that the nature of the mutual fund share 
Or unit 1s a convenient basis for a definition. The discussions of Specific fi- 
nancial institutions later in this chapter indicate in greater detail the rea- 
sons for our belief that other financial institutions which issue instruments 
that carry the same rights as mutual fund shares or units should, in that aspect 
of their operations, be subject to regulations similar or identical to those ap- 
plicable to mutual funds. These reasons may be briefly summarized. Many of the 
regulations recommended in this report are designed to resolve problems attri- 
butable to the method of operations of mutual funds, problems not present with 
the activities traditionally carried on by other institutions and therefore not 
dealt with by the regulatory structures applicable to them. In addition, we do 
not think that either the traditional mutual funds or their competitors should 
be put at a competitive advantage or disadvantage as a result of the regulatory 


Sieigibkeheba cere 


OY Another important implication of our recommended definition is that it 
focusses on the redeemability of shares or units rather than their con- 
Pinuous distribution to the public. Many persons think of the latter as the dis- 
Sircuishing feature or mutual funds; and it is clear that “the great’ majority of 
mutual funds are in fact engaged in continuous distribution to the public of 
Pireit siiares Or Units. “There are, however, several organizations commonly known 
as mutual funds which do not engage in continuous distribution but do provide 
the right of redemption. Guardian Growth Fund Limited ceased to sell shares 
to the public in April, 1968 after six years of continuous distribution. 
A GF Special Fund Limited effected a distribution of 12 million shares in 1968 
and now issues only enough shares to equal the number redeemed. The latter pro- 
cedure, with some variations, has since been followed by at least two other 
Canadian mutual funds, and it may become increasingly popular. In all these 
cases the mutual fund does not engage in continuous distribution, but its sha- 
reholders or unitholders have the right to require the redemption of their sha- 
res or units. We regard this right as the crucial fact and therefore believe 
that the non-distributing organizations should nonetheless be regarded as mutual 


funds. 
Es 


Diet) It is also of importance that the proposed definition of itself imposes 
no restraints on the flexibility which we consider to be one of the 
most important features of the mutual fund as a form of organization. It encom- 
passes a mutual fund that invests entirely in debt securities, or one which en-— 
gages in highly speculative enterprises. It would not prevent the adaptation of 
the mutual fund concept to other situations. In this report we make recommenda- 
tions for restrictions in specific aspects of operations, but all. such recommen-— 
dations are designed to preserve flexibility so far as possible consistent with 


protectaconsoft=the anvestor. 


ipo kl At first’ impression, 10 might seem that our proposed definition 

would include as a mutual fund a type of organization that has been po- 
pular for some years in the United Kingdom, and has received limited acceptance 
in the United States, although to our knowledge it has been used only once in 
Canada. Organizations of this type are commonly referred to as dual purpose 
funds. While many variants exist, their objective is to provide for two classes 
of participants, those interested in long-term capital growth and those inter- 
estedsin ancome receipts. This is done’ through two, classes of equity sccuri., 
referred to as capital and income shares or by equivalent terms. Detailed ar- 
rangements vary, but generally the capital and income shares are sold concurrent- 
ly in a fixed-price underwriting.For a specified period, the income shares re— 
ceive by way of dividend all of the organization's income, and the capital shares 
receive nothing. At the end of that specified period (usually over ten years 
after the initial distribution) the income shares are redeemed at a fixed price, 
and either the capital shares become redeemable at the holders option at net 
asset value,por the organization isswound:up.:in, the latter case ~the, capi cat 
shares receive’ the accumulated.capital in.excess,of any portion, thereotyrequimed 
to redeem the income shares. The latter arrangement was adopted in the case of 
the Fulcrum Investment Company Limited, the only Canadian organization of this 


type; it is to be wound up in 1989. 


Dee A dual purpose fund would satisfy our proposed definition of a mutual 
fund only if, at the end of the specified initial period, a Clasaeer 
shares became redeemable at net asset value; and it would be a mutual fund only 


aligiiis 


after that date. We are aware that concern has been expressed as to the possi- 
ble consequences of conflicts between the interests of the two classes of shatre- 
holders in the operations of such organizations during the initial period, and 
suggestions have been made to us that we should consider and make recommenda- 
tions to avoid these consequences. Were we to do so, we would exceed the scope 
of our responsibilities; adequate consideration of this topic would require full 
analysis of the relationship between classes of shareholders of closed-end in- 
vestment companies. Implementation of our recommendations would affect such 
organizations only from and after the date upon which they become mutual funds, 
if they are organized so that they do become mutual funds, and only one class 

of shares would remain outstanding after that date. We comment in paragraph 
5.59 on the relevance to such organizations of our recommendations concerning 


equity capital structure. 
egy, For the reasons set outrin this section, we recommend: 


thaLe che term "mutualsiund™eshould be defined, subject to the excep — 
tions recommended in the next section, to include any organization 
which issues, offers for issuance,or has outstanding instruménts(wheth- 
er called shares, units, or by another term) that entitle the holder 
Go receive, on demand or within a specafied period after demand, an 
amount computed by reference to the value of a proportionate interest 
in the assets of the issuing organization. If the redemption price is 
computed by reference to the value of a proportionate interest ina 
specified portfolio of assets such as a separate fund or trust account, 
that portfolio is treated under this definition as the issuing organi- 
zation and therefore as an entity which is (again subject to the ex- 
ceptions in the next section) a mutual fund. 

Exceptions to the Proposed 

Definition of a Mutual Fund 

relly The definition proposed in the preceding section would encompass many 
organizations of an essentially private nature. Most investment clubs 

would be caught by it, as would a variety of arrangements under which money 


from different sources is pooled in circumstances giving the beneficial owners 


ry, 


of the money the right to withdraw it at any time. While, as Chapter IV indica- 
tes; many of the problems with which this report is concerned are also present 
in the formation and operation of an investment club, it is the public nature 

of a mutual fund that makes these problems worthy of legislative attention. It 
would be pointless to apply the regulations we propose to organizations like 
investment clubs. We have therefore concluded that appropriate exceptions should 
be. included in the definition of a mutual fund in order to excludeytherefrompoge 


ganizations which are in fact private arrangements. 


Se It is easy to conclude that private arrangements ought not to be regu- 
lated as mutual funds, but considerably more difficult to decide what 

arrangements should be treated as private. In this connection, it is important 
that under the legislation of each Canadian province a prospectus must be filed 
with the securities administrator before a primary distribution of securities 
is made to the public in that province. This requirement would ordinarily encom- 
pass a public sale of mutual fund shares or units. We have concluded that even 
if an organization is a mutual fund within the definition proposed in the pre- 
ceding section it should not be treated as such for regulatory purposes unless 
it has engaged or is engaging in a primary distribution to the public of its 


shawecmore Unakts:. 


5 6 The provincial securities acts include a number of exemptions from the 
prospectus filing requirements so that sales may be made to institu-— 

tional investors. as part of a primary distribution to the public without compli- 

ance with the prospectus requirements. Such sales are nonetheless in the 

course of primary distribution, and we do not propose the adoption of sim- 

ilar exemptions in the definition of a mutual fund., An. organization. that would 

otherwise be sub ject to the regulations we propose should not be exempted there- 

from solely because its shares or units are held only by institutional investors. 

It would be exempted if those investors did not constitute the public or if, un-= 

der the recommendation made in the next paragraph, there were fifty or less 


of them. 
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ky The exemption of organizations which neither have engaged nor are en- 
gaging in a primary distribution to the public would not in all cases 
be adequate to exclude essentially private organizations from regulation as 
mutual funds. This is particularly true in light of the conclusion in the pre- 
ceding paragraph that the ordinary exemptions from the prospectus filing re- 
quirement should not be incorporated into the definition of a mutual fund. Many 
distributions of an essentially private nature are considered to be public dis- 
tributions under Canadian law. We have therefore concluded that subject to the 
overriding discretion of the appropriate administrator proposed in the fol- 
lowing paragraph, an organization in which fifty persons or less have an inte- 
rest should not be regulated as a mutual fund. This number should be sufficient- 
ly large to exclude any organization that is truly private; any attempt at its 
use as a device to evade the regulatory scheme could be frustrated through use 


Ot the powers described insthe: nexteyparagrapha 


5.18 The exceptions proposed above from the mutual fund definition could be 
inappropriate in some circumstances. For example, an organization new- 
ly created by a mutual fund management company for purposes of public distribu- 
tion, might, for a period of time, have only a few participants. Another passi- 
bility is that several persons proposing to participate in one organization 
could effect their investment through a common intermediary so that they would 
be treated as a single participant. On the other hand, in unusual circumstances 
it is possible that a genuinely private investment club might have more than 
fifty participants. We have concluded that the appropriate administrator should 
have power to determine that a particular organization which satisfies the def- 
inition of a mutual fund either is a mutual fund although it technically fits 
Within an exception from the definition, or is not a mutual fund despite the 
fact that no. exception is technically applicable to it. The administrator 
should have authority to make a ruling that an organization is not a mutual 
fund conditional upon future compliance by that organization with specified 


conditions, and to make such rulings retroactive in effect. 
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pie AS) For the reasons set out in this section, we recommend: 


(1) that an organization which satisfies the definition of a mutual fund 
proposed in paragraph 5.13 should, subject to recommendation (2), be 
exempted from that definition for regulatory purposes if either of 
the following: conditions is satisfied: 

(a) it has not engaged and is not engaging in the primary distribu- 
tion to pies public OragGe Shares or unis sor 


(bo) its shares or units are held by fifty persons or less; and 


(2) that the appropriate administrator should have power to determine 

that an organization which satisfies the definition of a mutual fund 

proposed “in paragraph 5.19 either: 

(a) is a mutual fund notwithstanding that it falls within one or both 
of the exemptions proposed in recommendation (1); or 

(b) ais not a mutual fund; a determination that an organization is 
not a mutual fund could be made subject to future compliance by 
the organization concerned with conditions specified by the 


administrator, and could be made retroactive in effect. 


Application of Proposed Definition 
to Jrust Companies 


Die LO One of the principal services performed by Canadian trust companies is 

the management of money on behalf of others. A great many types of 
legal relationship exist between the trust companies and the persons whose 
money is managed. A trust company may receive money or other assets as trustee 
under a trust agreement; executor under a will; investment manager under a 
contract; custodian appointed by the court or pursuant to a statute; debtor 
under a guaranteed deposit certificate or similar document evidencing money 
borrowed; and in a variety of other capacities. We have considered each of 
these capacities in order to assess which might be encompassed within our 


proposed definition of a mutual fund. 
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spayal Money managed by a trust’ company is divided into separate accounts or 
trusts: Many of these: aressetiupifor a specific client..For example, 
the assets of an estate are usually managed as a separate account or trust. 
Similarly, a large pension fund or the assets of a single wealthy investor held 
under investment management may be so managed. The trust companies have, how- 
ever, found it uneconomic to deal with money in a separate account unless a com- 
paratively large amount is involved. For this reason, Canadian trust companies 
rely heavily and increasingly on pooled accounts, in which money belonging to 
several or many clients is combined for management as a single portfolio. In 
its brief to us the Trust Companies Association of Canada explains the develop- 
ment of these pooled accounts, with particular reference to their use (where 
governing legislation permits) in connection with smaller estates and trusts; 
Pelsion funds; other trusts and agencies. The brief continues as follows: 
The pooled funds also.accommodate deferred profit sharing plans 
and separate pooled funds may exist for registered retirement 
savings plans the units being, for, example, an equity investment, 
while the trust company's guaranteed investment certificates may 
constitute the fixed income assets for a registered retirement 
savings plan. At the end of 1967 member companies of this Associa- 
tion administered $3 ,386,247,589.00 in trusteed pension plans and 
other employee benefit plans. Our member companies administered 
assets at that point in time amounting to over $220 mf{llion for 
registered retirement savings plans. Assets held by trust companies 
as custodians for mutual fund organizations amounted to over $45 
million for personal retirement plans and to over $10 million for 
pension trusts of mutual fund organizations. Assets under adminis- 
tration for supplemental unemployment benefit plans came to about 
$34.4 million; for deferred profit sharing plans to about $27.7 
million and for employees’ profit sharing plans, savings and thrift 
plans to some $75.9 million.* 
alee The statistics included in the above quotation by the Trust Companies 
Association of Canada confirm the importance of the role played by 
pooled accounts in the operations of trust companies. Such accounts provide a 
vehicle whereby the assets of a number of clients may be combined in a single 
investment portfolio, and they can be so arranged as to be of value in a vari- 
ety of Situations This is»largely because they confer)on their participants priv— 
ileges corresponding to those of a shareholder or unitholder in a mutual fund. 


A good example is provided by the "common trust fund", a particular type of 


* The Trust Companies Association of Canada, Submission to the Canadian Com- 


mittee on Mutual Funds and Investment Contracts: (Toronto, June, 1968): page 9, 


Ane 


pooled account permitted by the applicable regulations in Ontario and, with 
variations,in other provinces.In its brief the Trust Companies Association re- 
fers to the common trust funds as "designed to facilitate investment of monies 
in the care of the trust company and belonging to various estates and trusts, 


generally smaller ones".* It is apparent from reading the governing regula- 


cal to those of mutual funds. Valuation dates and procedures, and admissions 
and withdrawals of participants on the basis of the valuations made, are pro- 
vided for in the regulation itself or are required to be provided for in the 
plan upon which a common trust fund is based. The same similarity with the 

mechanics of operation of mutual funds holds true for pooled accounts gener- 


ally, whether or not they are technically qualified as common trust funds. 


SAS. in spite of their similarities to mutual funds, we have’ concluded 
that most pooled accounts, including common trust funds, neither are 
nor should be caught by our recommended definition of a mutual fund. They are 
ordinarily established by the trust company for purposes of convenience in the 
administration of money for which the trust company is responsible and 
accountable, as executor, trusteé, administrator or’ in’some other capacity. 
Rarely are participations in pooled accounts sold to thespublic; even in 
cases where’ the sale is to "the public} only#intraresctases wouldeihe number 
of participants éxceed fifty. We do not propose. that an exemption from the 
definition of a mutual fund should be provided for pooled accounts, but most 
of them would be able to take advantage of the other exemptions we propose. 


This result seems to us appropriate. 


Deer There is at least one type of pooled account provided by trust compa- 
nies which would be caught by our proposed definition of a mutual fund 

and would rarely, if ever, fall within an exemption from that definition. 

This is the investment fund offered for public participation. At “least 20 


Canadian trust companies sponsored such investment funds at the end of 1968. 


x  Ipideytp me: 


** Revised Regulations of Ontario, 1960, Regulation 414, under The Loan and 
Trust Corporations Act, is a good example. 
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Some were very small, with total net assets as low as $200,000 or less. Others 
were large; the total net assets of the three investment funds sponsored by 
The Canada Trust Company was $66,082,000, and the corresponding figure for the 
four investment funds sponsored by The Royal Trust Company was $51,058,425. So 
far as the trust company's internal procedures are concerned, the investment 


fund offered for public participation is treated as a pooled account. 


ee) In our opinion, there is no relevant distinction for regulatory purpo- 
ses between investment funds offered for public participation by trust 
companies and other trusteed mutual funds. The only distinction in law is that 
the former are organized under declarations of trust and the latter under agree- 
ments of trust, a distinction which we do not consider to constitute a diffe- 
rence of substance. Details of participants’ rights differ from instance to 
instance, but the only substantive difference between the internal procedures 
usually followed with trust company investment funds and those usually followed 
with trusteed mutual funds is that in the former case the portfolio is valued 
and the price of units computed much less frequently, usually monthly and ina 
few cases as infrequently as quarterly. An investment fund offered for public 
participation by a trust company both does and should satisfy our proposed 
@efinition of a mutual fund, provided that it has in excess of fifty parti- 


Cipants. 


B20 dn its brief to us,;-and in a separate preliminary statement of policy, 
the Trust Companies Association advanced arguments to the effect that 
the investment funds offered for public participation by Canadian trust compa- 
nmaes should not be treated as mutual funds. The principal emphasis of these 
documents is on the contention that trust companies should not be subjected in 
one aspect of their operations to regulations administered by securities admi- 
Histrators, and in their other activities to regulations administered by regis- 
Pears 0. trust companies or equivalenv officials.  The*concluding sentence of 
the brief states, "We strongly take the position that any regulation of these 
pooled funds which may be required is and should remain the responsibility of 
the special agencies of government developed to supervise the trust industry 


under trust company legislation."' We consider this argument in Chapter XVI. 


23 


Dated The preliminary statement of policy and the brief also make a separate 
argument from that referred to in the preceding paragraph. They con- 
tend that, regardless of whether the regulations are administered by the same 
person who is responsible for other legislation applicable to them, the trust 
company investment funds should not be subjected to regulations similar to 
those applied to mutual funds. We do not accept this contention. In view of 
the: importance of our conclusion on) thise point, 1teseemssdesiraples brie tye 
consider the arguments advanced by the Trust Companies Association in support 


OFM tS .posci tion. 


Dao The first argument is that "a particular application of the pooled 
fund technique by trust companies, in one case out of many, should 
[not] be considered as placing trust company operations within a quite sepa- 
rate industry, that of the mutual fund industry". It-is apparent. to us that 
when regulations are passed to control a certain type of business activity, 
an organization which carries on that activity should not be permitted to 
avoid the regulations simply because for it the activity is only one among 
many. In addition, we think it an exaggeration to state that the application 
to trust company investment funds of regulations such as are applied to mutual 
funds amounts to the inclusion of trust companies within the mutual fund in- 
dustry, particularly since we make no recommendation that the administration 
of those regulations as they apply to trust companies should be confided to 
any officials other than those traditionally responsible for trust company 


regulations. 


ieee The second argument advanced by the Trust Companies Association is 
that the existing regulation of the trust company industry is adequate 
to deal with any problems that may arise with the operation of trust company in- 
investment funds. This argument has caused us concern. Anumber of the problems 
considered in this report are dealt with by legislation and regulation present- 
ly applicable to trust companies. Custody and segregation of assets, for exam- 
ple, is an area canvassed in some detail by regulations governing trust compa- 


nies. Regulations in Ontario* and corresponding provision in. some other pro- 


* Revised Regulations of Ontario, 1960, Regulation 414, under The Loan and 
Trust Companies Accu, 1S a good example. 
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vinces prescribe procedures for the operation of common trust funds very simi- 
lar to certain of the provisions proposed in this report for application to 
mutual funds. We have been cognizant of this fact, particularly since we are 
reluctant to add unnecessarily to the burden of regulation borne by any finan- 


Swe aakshoie photos , 


Bou We have concluded that the fact that trust companies are presently 
subject to legislative and regulatory requirements which are adequate 
to deal with some of the problems considered in this report is not sufficient 
justification for a complete exemption of trust company investment funds from 
the requirements we propose. In principle, such funds should be treated as 
mutual funds. We do not, however, wish to see a double burden of regulations 
imposed, and in paragraphs. 16.52 to 16.57, we discuss the extent to which 
trust company investment funds should be exempted from specific regulations 


applicable to mutual funds. 


Spee The third argument advanced by the Trust Companies Association is 
that trust company investment funds are operated so differently 
from traditional mutual funds that. they should be treated differently, even 
accepting that they are technically the same. This contention relates princi- 
Horly Co une Sale of units in the investment fund, which is usually carried 
on only by the trust company's staff from its own office, with no sales charge 
being included in the price. Apart from the fact that there is nothing to 
prevent a change of policy on this point (units in the investment fund of at 
least one Canadian trust company are presently sold by a direct sales force, 
with a sales charge levied), we cannot see why differences in practices 
relating to only one or two aspects of operations should be determinative of 
the regulations applied to all aspects of operations. The fact is that regard- 
less of the manner in which the distribution is made, units of trust company 


investment funds are offered and sold to the public. 


ays We For the reasons stated, we have concluded that investment funds offer- 
ed for public participation by trust companies both are and should 
be caught by our recommended definition of mutual funds, although the excep- 


tions from that definition may be applicable in a few cases. 
25 


Nese There is one other type of pooled account sponsored by trust companies 
which might be caught by our recommended definition of a mutual fund. 
In paragraph 1.26 we briefly describe the development by trust companies of ar- 
rangements to facilitate investment of money in registered retirement savings 
plans in order to obtain ‘the benefit of certain provisions of thetincomes lax 
Act. Those provisions permit the postponement of tax on income until retirement) 
provided that the money concerned is invested in a plan duly registered in com- 
pliance with statutory requirements. When the provisions were added to the 
Income Tax Act in 1957 several of the larger trust companies organized pooled 
accounts for investment by persons desiring to avail themselves of these tax 
advantages. In many instances, the pooled accounts are operated separately 
from the trust company investment funds, which were in most cases organized at 
later dates. Interests in the registered retirement savings plans pooled ac- 
counts are offered to members of the public; their valuation is determined by 
reference to a proportionate interest in the fund. If they also provide holders 
with the right to receive the value of their interests on demand or within 4 
specified period after demand, all of them with over fifty participants would 


be mutual funds within our proposed definition. 


Prat Section 79B(2) of the Income Tax Act specifies that no plan will be 
acceptable as a registered retirement savings plan if it provides for 
the payment of any benefit before maturity, except by way of a refund of pre- 
miums. This restriction is presumably designed to encourage long-term Savinge. 
To comply with it, documents evidencing participation in most of the registered 
retirement savings plans of trust companies specify that no payment to the 
planholder will be made prior to maturity, being the date fixed for the com- 
mencement of annuity payments under the plan. We understand, however, that these 
provisions are generally regarded as unenforceable and that most trust compa- 
nies will accede to 4 request received from a planholder that the plan be amends 
ed to disburse his accumulated funds to him. In other words, notwithstanding 
the specific provisions of the.plan the planholder may demand payment of his 
proportionate interest at any time. Income tax must be paid at a minimum rate 


of 15% on the amount so received by the planholder. 
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BaD An argument could be made on the basis of the legal position described 
in the preceding paragraph that a participant in a pooled account 
sponsored by a trust company for registered retirement savings plans is in 
fact entitled to receive the value of his interest on demand at any time. We 
do not think that this argument should be accepted for purposes of our propo- 
sed definition. The planholder must arrange for a plan amendment and accept a 
tax disadvantage before receiving his interest in the account. In addition, it 
is usually assumed that he cannot demand only a portion of his interest; if 
the plan is to be amended to permit payment of any of the money standing to 
his credit in the account, all of the money will be affected by the amendment. 
For these reasons, we do not regard accounts maintained solely to service re- 
gistered retirement savings plans as mutual funds within our recommended def- 


inition. 
eels Por’ the reasons Sé€v out’ in this "section, -we- recommend: 


(1) that an investment fund offered for public participation by a trust 
company should be regarded as a mutual fund unless it has fifty par- 


ticipants, or less; 


(2) that accounts maintained by trust companies solely to service retire- 
menu savings plans’ registered a@s=such under= section /9b ors thet income 


Tax Act (Canada), should not be regarded as mutual funds; and 


(3) that whether other common trust funds or pooled accounts are mutual 


funds should be determined by application of our proposed definition. 


Application of Proposed Definition 

to Lite Insurance Companies 

EMG In paragraphs 1.24 and 1.25 we briefly review the background of cer- 
tain amendments made in 1961 to the federal statutes and corresponding 

amendments made subsequently to most of the provincial statutes governing life 

insurance companies. These amendments were designed to permit the issuance of 

policies which provide for at least some benefits that are not guaranteed, but 

vary with the performance of a portfolio of investments. This is done through 


the creation by the issuing company of a segregated or separate fund and the 


Ley 


determination of some of the policy benefits by reference to the value of pro- 
portionate interests in that fund; it is generally assumed that the policy must 
also contain some guaranteed benefits. As indicated by the quotation in para- 
graph 5.41, the manner in which guaranteed and variable benefits are combined 
differs considerably among the policies issued by various companies. The segre- 
gated fund is exempted from some, but. not. all, of the investment restrictions 
to which the assets of a life insurance company are generally subject. For con- 
venience, in this report we refer to any life insurance policy with benefits 
computed in whole or in part by reference to the value of an interest ina 


segregated fund as a variable policy or a variable insurance policy. 


5.36 The amendments to Canadian statutes which permitted the issuance of 
variable policies provided life insurance companies with a very scons. 
derable degree of added flexibility. They have traditionally been restricted 
to fixed-dollar guaranteed policies, Because of the nature of the companies® 
liabilities under these policies, good business practice requires thatevucy 
follow conservative investment practices; legislation imposes the same requi- 
rement. Largely for this reason, life insurance companies tend to invest heavi- 
ly in bonds, debentures and other debt instruments rather than in) cqut lies aes 
of December 31, 1967, the latest date at which information was available at the 
time of writing, only slightly less than 5% of the assets of Canadian life in- 
surance companies were invested in equities, compared with approximately 89% 
for mutual funds. This investment policy has forced the life insurance indus- 
try to maintain guaranteed rates of return under life insurance policies at 
comparatively low levels. In the rising market which has prevailed in Canada 
for the last few years life insurance. companies have earned higher rates of 
return on their reserves than those promised under the policies. A considera= 
ble portion of the excess has been distributed to policy holders, but their 
overall rate of return has not, on average, equalled that,-of mutual. tune 


participants. 
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we The factors peer pecan the preceding paragraph created interest on 
the part of some policyholders in variable policies. From the view- 
point Of the life Insurance companies the desire to satisfy this interest was 
accentuated by their wish to service not only the need of Canadians for pro- 
tection - for dollars payable in the event of death - but also their need for 
savings vehicles. The increasing desire of Canadians to invest their savings 
dollars in equities was and is of considerable concern to life insurance com- 
panies. It was the manifestation of this desire with respect to group policies 
and pension funds, noted in paragraph 1.24, that provided the immediate moti- 
vation for the life insurance companies to request passage of the statutory 
amendments permitting variable policies. In practice, the use of the resultant 
powers has not been restricted to group policies and pension funds; a number 


ot companies offer variable policies for individuals: 


De hO The’ development of pindividual variable policies hasvalmost certainly 
been hastened because Canadian life insurance companies are prohibi- 
wea from the acquisition of subsidiary companies. This is commented on further 
in paragraph 16.39 where we conclude that they should be allowed tfo acquire 
mutual fund management and distribution companies as subsidiaries. Their pres- 
ent inability to do so has forced them to rely heavily on variable policies 
Gn order to satisfy the desire of policyholders for equity-linked investments. 
At the end of 1967 some dozen Canadian life insurance companies were issuing 
variable policies on an individual basis, although this business was not near- 
ly as large in volume as the group variable policies were. All available indi- 
Cations point to the conclusion that variable policies, both group and indi- 
vidual, will form an increasingly important aspect of life insurance company 


operations. 


Die LL While the concept of the segregated fund is simple, it can be used in 
a variety of ways in life insurance policies. The provisions of some 
variable policies spelling out the relationship between fixed-dollar protection 
(which is provided by every variable policy known to us) and variable protec- 
tion are very complicated. The following extract from the brief to us prepared 


by the Canadian Life Insurance Association indicates the range of variable 
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policies available from Canadian companies: 


Right companies issue contracts in which the equity investment is 
integrated with regular life, endowment or term insurance. One 
company issues a participating whole life contract with the same 
death benefit and the same premium as its corresponding fixed-dol- 
lar plan. It differs from the fixed-dollar »plan in;-that half ethe 
policy reserve, after the first policy year,45 invesvedsin a 
variable fund and the difference between the performance of that 
fund and the interest earnings on the company's general fund is 
reflected in a yearly adjustment (positive or negative) to addi- 
tional insurance purchased by the regular fixed-dollar dividend. 
This contract contains the same guaranteed cash values as the 
fixed-dollar plan, subject only to the diffterential@in tie wvalue 
of the dividend additions at the time of surrender. Another 
company offers plans with 25%, 50% or 75% of the policy reserve 
directed into its variable fund. A “thirdycompany issues 10:to—830 
year endowment contracts in which the investment portion of each 
premium is used to purchase units in its equity fund, but minimum 
cash values are guaranteed throughout. The other five companies 
offer insurance plans maturing at age 65 or 70, with cash values 
wholly dependent on investment performance. The portion of the 
premium invested in the fund is specified in each policy and one 
company will permit the insurance coverage to be maintained even 
if the investment portion of the premium is discontinued.* 


Delia The. variety of techniques idéscribed sin whe quotation by. ne means 
exhaust the uses or potential uses of segregated funds in variable 
policies. Developments in the United States, England and Holland, among other 
countries, foreshadow even more sophisticated uses of the new device in Canada. 
We think experimentation with a new product is highly desirable, and that the 
flexibility which the range of variable policies evidences is a valuable fea- 
ture of the new legislation. On the other hand, these points contribute to 
the difficulty involved in any attempt at a clear explanation of variable 
policies to potential purchasers, and the very novelty of some of the develop- 
ments confirms that existing life insurance company regulation was not designed 


to deal with them. 


eres Variable policies are probably the most important new technique adopt- 
ed by the Canadian life insurance industry in the past decade. They 

provide an important addition to the range of policies made available to the 

public and can be of great benefit to the policyholder. It must, however, be 

appreciated that they constitute a major departure from traditional concepts 

of life insurance. The life insurance industry in Canada is one of the most 


* The Canadian Life Insurance Association, Submission to the Canadian Committee 


on Mutual Funds and Investment Contracts; (Toronto, June 1968): pages 31-32. 
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successful in the world.* Its reputation and success are founded on an excel- 
lent solvency record and capable marketing and servicing of fixed-dollar con- 
tracts. We reject an argument which has been made to us, that life insurance 
companies should not be permitted to issue variable policies at all because the 
reputation for safety which they have so successfully created is inconsistent 
with the issuance of policies carrying benefits that could theoretically de- 
cline to zero. Despite our rejection, this argument emphasizes the differences 
between variable and traditional policies and, inferentially, the necessity 

to ensure that such differences are adequately explained to potential purchasers 


of variable policies who might not otherwise appreciate their implications. 


peg aS Two related but distinct questions must be considered with respect to 

variable policies. The first is whether they raise problems that are 
not adequately resolved by existing legislation applicable to the life insur- 
ance industry. The second is whether the segregated funds upon which their 
variable elements are based should be regarded as mutual funds for regulatory 
purposes. We answer the first question strongly in the affirmative. For narrow 
technical reasons we answer the second question in the negative, although this 
only means that we think special regulations should be enacted for application 
to segregated funds and variable policies. The reasons for these conclusions 


are indicated in the following paragraphs. 


arg ip. We have concluded that variable policies are a desirable development, 
and that their issuance by life insurance companies should continue 
to be permitted. We believe, however, that they raise very considerable diffi- 
culties from a regulatory standpoint. The emphasis traditionally placed on re- 
serve requirements by life insurance regulation is inappropriate to segregated 


funds, since the benefits for which they constitute the reserves are not guar- 


* The following quotation is from the Canadian Life Insurance Facts Booklet 
for 1968: (chart and table omitted). 


Canadians rank fourth in life insurance ownership in the world. The citizens 
of the United States, Japan and Britain own more life insurance. On a per 
capita basis, ownership of life insurance by Canadians rank second, after 
that of the people of the United States. Canadians own an average of 

$4,360; Americans, $5,400. Relative to national income, Canadians own more 
life insurance than the people of any other country. 
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anteed benefits. On the ovuner hand, the operation of such funds does raise 

many of the problems considered in this report, problems not ordinarily in- 
volved in the business of a life insurance company; this is particularly true of 
segregated funds used as the basis for determination of benefits under indivi- 
dual variable policies. In addition, segregated funds are directly competitive 
withemutuablfunds#forssavines=dcellars: whisyeagaine i separticulariy i rucmos 
those established for individual variable policies. If they are subject to dif- 
ferent legislative schemes one may well be given a competitive advantage over 
the other. For all these reasons, we have concluded that individual variable 
policies and the segregated funds upon which they are based should be subject 

to regulations similar to those applied to mutual funds. In peragraphs 16. 44 
to 1449 we propose a definition of individual variable policies designed to 
include all variable policies except group variable policies sold after 

detailed negotiations. The distinction between individual and group variable 
policies has been recognized by the Superintendents of Insurance in the 
provinces and the federal government of Canada, who have prepared interim rules 


governing individual variable policies pending publication of this report. 


5.46 The second question referred to in paragraph 5.44 is whether segre- 
gated funds are mutual funds within our proposed definition of that 
term. That definition is both narrow and precise.” The “terms ot variablewpolr. 
cies differ greatly, and some do while others do not satisfy the technical 
requirements of the definition. Certainly their emphasis is not on ready redeem- 
ability, whether or not they provide a cash surrender value based on the value 
of an interest in the segregated fund; the primary emphasis is on long-term sav- 
ings. We have concluded that these funds should be regulated under provisions 
designed specifically for application to them, rather than under legislation 
governing mutual funds. For that reason, segregated funds used as the basis 
for individual variable policies should not be regarded as mutual funds, 
within the narrow definition of that term, but should be subject to similar 
requirements in legislation which takes account of their structure and method 


of operation. This is discussed further in paragraphs 16.34 to 16.40. 
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Dislee For. the reasons set out in this section, we recommend: 


(1) that segregated or separate funds of life insurance companies should 


not be regarded as mutual funds within our proposed definition; and 


(2) that segregated or separate funds used as the basis for determination 
of benefits payable under individual variable policies should be regu- 
lated by provisions substantially similar to those recommended in this 
report for application to mutual funds; paragraph 16.51 contains 
detailed recommendations on the nature of the regulations that should 
be applicable to segregated funds, and the definition of individual 


VaraabpLe Policies, 


Application of Proposed Definition 
to Other Financial Institutions 
yey Fee) The success of mutual funds has attracted other financial institutions 
in addition to the life insurance companies and trust companies. These 
other institutions have not attempted to create their own variations of the 
mutual fund share or unit for public sale. Instead, they have either made ar- 
rangements with the distribution company associated with an existipg mutual 
fund to participate in the distribution of the shares or units of that mutual 
fund, or have organized a mutual fund so as to obtain the benefit of management 
or investment advisory fees as well as of sales charges. In a few cases, finan- 
cial institutions entering the mutual fund field have purchased the shares of a 
management company or have arranged to acquire a management company's rights 
under an existing management contract. Whatever procedure is followed, the 


shares or units sold to the public are clearly those of a mutual fund. 


59 A relationship which has aroused particular controversy is that be- 
tween certain chartered banks and mutual funds. At the time of writing, 

three chartered banks have developed such relationships, although they differ 

considerably in detail; they are described in paragraphs 16.07 to 16.28 

No problem of definition arises in these cases, for the shares or units sold 

are issued by organizations which clearly are mutual funds; one is a trust com- 

pany investment fund sponsored by a trust company associated with the chartered 


bank. In Chapter XVI, we discuss the nature of these relationships and certain 
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problems involved in the application to chartered banks and their associated 


mutual funds of the regulatory scheme we propose. 


Vee, In principle, we do not object toythe distribution wbyrtfinancial insvig 
tutions of mutual fund shares or units as one part of the array of 

services offered their clients. So long as the regulatory structure is uniform- 

ly applied to ensure general compliance with prescribed standards of investor 

protection, we think that the development of a variety of outlets for mutual 

fund shares or units can only be beneficial. Better service will be provided 

by financial institutions to their clients, and the quality iol competition 


within the mutual fund industry will be improved commensurately. 


Dia gus The fact that financial institutions other than trust companies and 
life insurance companies have not developed new types of instruments 
competitive with mutual fund shares or units does not mean that such instru- 
nents! wid notebe developed in) the future. Worecxenplesfigeisepossiy ter tiag 
the chartered banks might become more directly involved in investment manage= 
ment than is presently the case, although the consensus of those who have 
commented on the point is that such involvement is not permitted by the 
Bank Act. Should such a development occur, the vehicle used might or might not 
satisfy the technical definition of a mutual funds proposed in this chapter, spue 
the considerations which lead to the use of that definition could: be applied 
to determine whether the new type of instrument is one for which the regulatory 
scheme we propose would be appropriate. The analysis would correspond to our 
discussion, of variable policiesrin» the» preceding section. The samértype of 
analysis would be appropriate for instruments issued by other financial insti= 
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Deore It is impossible to predict future developments of financial institu- 
tions with any certainty. It would be an impossible task for us to 
list all the types of instruments that might be issued by financial institu- 
tions and to determine which of them should be regulated in the way that mu- 
tual funds are regulated. We are satisfied that our proposed definition of a 


mutual fund is adequate to deal with instruments presently being issued, and 
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to provide guidelines for the type of analysis suggested concerning newly 
created instruments. If Parliament and the Legislatures of the Provinces accept 
the recommendations made in this report, they should continue to be alert for 
the development of new types of instruments which require the application of 


controls similar to those proposed in this report. 


ew, 


For’ the reasons Setq@out in this’ section,’ we) recommend’: 


3 

| that a continuing review should be maintained of newly created types 

| of financial instruments, and that all new financial instruments 

| should be analyzed to determine whether their issuers ought to be 
regulated as mutual funds, and whether the application of regulations 


Similar to those recommended in this report would be appropriate. 


Capital Structure of Mutual Funds: 
Equity Securities 


idol. In paragraph 5.03 we note that most recommendations in this report 
apply to all mutual funds regardless of whether they are organized 
as companies, as trusts, or otherwise. That is true with respect to the conclu- 
Sions set out in this section, but the principal impact of those conclusions 
will be on the laws applicable to incorporated mutual funds. Mutual funds 
which, for income tax considerations or other reasons,have been organized as 
companies must conform with legislative requirements not well adapted to the 
mutual fund. This has resulted in the forced acceptance of certain restric- 
tions that we regard as inappropriate for mutual funds. No such restrictions 
have been forced, by reason only of their form of organization, on mutual 
funds organized as trusts, because the general legislation applicable to trusts 
is less detailed than that applicable to companies. Nor would a mutual fund 


organized as a partnership be subject to such restrictions. 


Oey, The most important of the corporations act restrictions referred to 
in the preceding paragraph are those which affect the equity capital 
structure of companies. That term is here used in the wide sense to include 
the nature of the financial claim against the company represented by its 
equity securities. In this section we consider these restrictions, and arrive 
at a number of specific conclusions. Because the corporations act restrictions 
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that are referred to in this section are technical in nature and not of gener- 
al interest, the references in this discussion are comparatively brief. The 
problems considered are well known to lawyers and accountants concerned with 
mutual funds, and detailed discussion of the existing position seems unnec- 


essary. 


5256 To appreciate the problems that have arisen in the application to 
mutual funds of the corporations acts 12t is, necessary to: consider 
the nature of the equity structure of the company which carries on a commercial 
business or even of a closed-end investment company. Such companies may have 
more than one class of shares called common shares; they often have several 
classes of preferred shares. All of these classes differ from one another in 
various respects, but the most important differences are those which relate 
to the nature of the financial claims against the company represented by the 
shares; to most investors even voting rights are of less importance. The claim 
against the company represented by a share is determined by the general law 
and by the share conditions of that class considered in relation to those of 
other classes. A share may or may not carry a right of participation in earn- 
ings; if such) a righteis, provided ,~atemay sors may sious be? subg Coie Don prion 
satisfaction of a claim held by another class of shares. The possible varia-— 
tions in rights and combinations of rights are endless, and it is apparent 
that to allow unlimited flexibility in the determination of the rights could 
result in abuses. For that» reason, the corporations acts provide restriction. 
to require compliance with certain basic rules. It as,those restrictions;wice 
which we are here concerned. If their application, toy incorporated) mutualad inde 
is necessary, similar rules should presumably be applied to trusteed mutual 
funds; otherwise, the rules should be made inapplicable to incorporated 
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Deon As a vehicle for the pooling of money in a single investment portfolio, 
the mutual fund is fundamentally different from the ordinary company 
which issues classes of securities with different financial claims. It is cru- 
cial to the effective operation of a mutual fund that the value of the interest 
held by each participant should be capable of precise determination. Unfairness 
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for existing participants or new purchasers will result if the price determined 
is too high or too low. The existence of two classes of equity participation, 
with different financial rights against the mutual fund, would at the very 
least make the task of price determination far more complicated, and might well 
make it impossible. Inaddition,the existence of two or more classes of equity 
participation would be inconsistent with our approach to the mutual fund as a 
veniele Tor thespooling of moneyein ayportioliow In our opinion, the? only 
questions relevant in the valuation of a participant's interest should be the 
time and amount of his contributions and withdrawals, the time and amount of 
contributions and withdrawals made by others, and the current net asset value 
of the portfolio. Consideration of these factors will result in equal treatment 
of participants; consideration of other factors in the determination of the 


value of shares or units would deny such equal treatment. 


pers: For the reasons indicated in the preceding paragraph we have concluded 
that equal treatment of mutual fund participants in the determination 
oiatneevaluesotstheirisharesioneunits shouldibeurequiredrboy statutes cAs ta 
necessary corollary, we have concluded that the shares or units issued by a 
mutual fund should be uniform in the nature of their financial claim against 
it, although they might differ in other respects; the most important areas of 
potential difference are noted in paragraph 5.62. The conclusion that shares 
or units of a mutual fund should represent equal financial claims seems to us 
one that Would be difficult to dispute; its implementation through legislation 
would have virtually no effect on existing practices either in the context of 
ancorporated or) of trusteed mutualtunds. The limited implications of this 
conclusion can be appreciated from a few examples. We discuss below the two- 
class share structure which characterizes most incorporated Canadian mutual 
funds. That structure is not inconsistent with our conclusion as to equality 
Br tinancial claims, since the value of the two classes is ordinarily the 
same although one carries the right of redemption and the other does not; 
they may also differ with respect to voting rights. We quarrel with the reasons 
Piaveunderly the=requirement for two classes of “shares, and express certain 
conclusions below concerning those reasons, but we see nothing in them incon- 


Sistent with equality of financial participation. Our conclusion as to equal 
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treatment of participants would also have no effect on the issuance of debt 
securities by the mutual fund; we discuss in paragraphs 5.73 to 5.77 whether 


restrictions on debt securities should be imposed for other reasons. 


5.59 In paragraphs 5.11 and 5.12 we discuss the dual-purpose funds, orga- 
nizations that issue separate classes of equity securities designed 
to appeal to those interested in capital growth and to those interested in 
income receipts. For the reasons there indicated such organizations are not 
ordinarily mutual funds during the initial period while two classes of shares 
are outstanding, and our conclusion with respect to equality of participation 
would therefore not apply to them. That conclusion would be inconsistent with 
the issuance by such an organization of mutual fund shares during the period 
when two classes of securities are outstanding; for example, it would not be 
permissible to have outstanding at the same time capital shares redeemable on 
demand by the holder at net asset value and income shares entitled to all the 
income of the organization. In our opinion, an organization with outstanding 
classes of income and capital shares one or both of which were mutual fund 
shares would, apart from the problems of fairness it would raise, be highly 
undesirable from a practical and business standpoint. We are aware of no 
instance in which it has been attempted; the organizations described in para— 
graphs 5.11 and 5.12 have shares which become redeemable on demand by the 
holder, if at all, only after other classes of shares have been eliminated. 
We therefore conclude that in an organization in which the holders of two or 
more outstanding classes of equity shares have different financial claims 
neither class should be permitted the privilege of redeemability at the 


holder's option. 


Seo) The only important substantive effect of our conclusion would be that 
it would prohibit privileges for the acquisition of mutual fund shares 

or units at a price below the current value of such shares or units. Many busi- 

nesses issue warrants or options which permit the holder to acquire shares at 

a fixed price, or at a price determined by formula, at any time within a spec- 

ified period regardless of the prevailing market price. In our opinion, such 


privileges are completely inappropriate in the context of mutual funds. They 
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are not necessary or desirable as an incentive to management, for management 
has an adequate source of entrepreneurial reward in the management and distri- 
bution companies. In cases where the net asset value isin excess of the 
option price, the very existence of options or warrants complicates the deter- 
mination of valuation for issuance and redemption of shares or units, and may 
make fair valuation impossible; their exercise could substantially dilute the 
equity position of the other participants. We believe that such arrangements 


should be prohibited. 


SOL While a number of Canadian mutual funds have authority under their 
letters patent or other organizational instruments to issue warrants 
or options for the acquisition ‘of their ‘shares or units, to our knowledge only 
one has such instruments outstanding. Canadian Gas and Energy Fund Ltd. was 
originally organized as a closed-end investment company, and issued warrants 
for the purchase of its shares prior to its conversion into a mutual fund. At 
the time it became a mutual fund, discussions were held with securities admin- 
istrators and arrangements made with respect to the warrants. Without deter- 
mining that such arrangements resolve the problems, we have concluded that it 
would *be “untair” toethe “holders *ofr the warrants to, require that they be abol- 
ished at this time. Previously issued options or warrants should therefore not 


be affected by legislation to implement this report. 


502 Because corporate law in Canada ordinarily restricts the characteristic 
of redeemability to preferred shares, most incorporated Canadian 
mutual funds have two classes of equity shares; the mutual fund shares sold to 
tierpuolic are, bechnically, preiterred shares and there isan underlying class 
of common shares which are of equal value but are not redeemable. The only 
important exceptions to this statement are a few mutual funds incorporated 
under the Canada Corporations Act subsequent to amendments to that Act made in 
1965. Doubt is presently being cast on the necessity for the prohibition 
against redemption or purchase by a company of its own common shares in compa- 


ny law generally*; we have concluded that it is clearly inappropriate in 


* Perhaps the best example is certain provisions of the draft of the Business 
Corporations Act 1968, introduced before the legislature of Ontario on May 17, 
1968 as Bill 125. Section 39 would permit companies to purchase their own 
common shares, subject to appropriate restrictions. 
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the. context of mutual funds. Incorporated mutual funds, like all other mutual 
funds, should be permitted to have a single class of shares or units. This 
should not be a requirement; subject to compliance with the rule as to equality 
of financial participation and the other relevant conclusions in this report, 
more than one class of shares or units should be permitted. For example, voting 
rights could differ between classes on matters other than those as to which 
voting rights are required under the conclusions in paragraphs 6.45 to 6.59. 
Similarly, one class could be redeemable on demand by the holder while 


another lacked that right. 


Seon A consequence of the existing requirement under corporations acts that 
the mutual fund shares issued by incorporated mutual funds must be 
preferred shares is a further requirement that they have a par value, for 
redeemable preferred shares traditionally must have a par value. In practice 
the par values used are very low, because this minimizes the fees that must 
be paid for the issuance of letters patent or supplementary letters patent land 
because the excess of purchase price over par value is available as a source 
of funds for redemption payments under the rules referred to in paragraph 5.67; 
as indicated in paragraph 5.68, such excess may also be available for dividend 
payments. In view of the fact that neither issue nor redemption price of mutual 
fund shares has any reference to par value, we can see no necessity fonsthis 
requirement. We have therefore concluded) that mutual fund sharessshould@mecgs ve 
required to have a par value. This conclusion assumes thesimplementatlionsos 
our conclusions in paragraphs 5.67 and 5.69 with respect to sources of funds 
for redemptions and dividend payments. It also assumes that appropriate 
adjustments will be made so that higher fees will not be charged for letters 
patent and supplementary letters patent as a result of the implementation of 
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be OL Another consequence of the application of traditional corporate law 
requirements to incorporated mutual funds is that they are not permit- 

ted to re-issue shares which have been redeemed. The theory underlying this 

restriction is that such shares are cancelled, so cannot be re-issued; new 


shares must instead be created. This requirement occasions considerable 
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difficulty from an accounting standpoint, and necessitates regular applications 
for supplementary letters patent creating new authorized shares. The latter 
necessity involves unnecessary administrative efforts and fees. We have conclu- 
ded that all mutual funds, including incorporated mutual funds, should be per- 
mitted to re-issue mutual fund shares or units following their redemption. 
Implementation of this conclusion, accompanied by adjustments in the fee 
structure, will avoid financial penalties tc incorporated mutual funds the 


shares of which are without par value. 


5.05 Implementation of the proposals in this section will require exten- 
sive adjustment in applicable corporations acts. The relevant amend- 
ments should not impose the changes as requirements, but should permit mutual 
funds to take advantage of them. This should extend to existing mutual funds 
through special provisions enabling supplementary letters patent to be readily 


obtained. 
Sehele) For the reasons set out in this section, we recommend: 


(1) that thesequity securities of a mutual fund: should be»equalin=the 


value of their claims against its assets; 


(2) that recommendation (1) should prohibit the issuance of warrants, 
options, or other rights to’acquire mutual fund'shares or units at a 
price other than the price computed, in accordance with recommenda- 
tions in Chapter XIII, by reference to the value of a proportionate 
interest in the assets of the mutual fund at the time of purchase; 
provided that any previously outstanding warrants, options or other 
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(3) that mutual fund shares or units should be permitted to be without 
nominal or par value, provided that appropriate amendments should be 
made in the fee structures for letters patent or supplementary letters 
patent so that implementation of this recommendation would not sub- 
stantially increase the fees’ required to be paid: for letters patent 


or supplementary letters patent issued to incorporated mutual funds; 


Tey 


(4) that mutual:funds should be permitted: to, re-issue shares or units 


which have been redeemed; 


(5) that the preceding recommendations, particularly recommendation (1), 
should not be considered to be inconsistent with the issuance by 
a mutual fund of two or more classes of shares or units provided 
that they comply with recommendation (1) and that any other differ- 
ences between them are consistent with conclusions reached in this 
report; permitted differences should include the issuance of a class 
of shares or units not subject to redemption on demand by the; holder 
er with voting rights that differ between classes except on matters 
as to which equality of voting rights is required under recommenda- 


tions made in paragraph 6,59; and 


(6) that corporations acts should be amended to permit, but not to require 
mutual funds to take advantage of the preceding recommendations, ex= 
cept that recommendations (1) and (2) should be of general application 
and that the amendments should provide a procedure whereby existing 


incorporated mutual funds may readily take advantage of them. 


Restrictions on Sources of Money 
for Dividends and Redemption 


Soy Most of the conclusions in the preceding section, apart from the ba- 
Sic decision that mutual funds should not have outstanding shares or 
units with different financial claims, concern changes in existing corporations 
acts which are desirable but are not necessary for investor protection. That 
is why we propose that they be implemented on a permissive rather than a com- 
pulsory basis. Other provisions of corporations acts cause us greater concern, 
for they limit the sources of money that may be used for redemption of shares. 
The primary purpose of such restrictions is to protect creditors and holders 
of senior classes of equity securities from unauthorized reductions of equity 
capital. To do this, redemptions are prohibited unless effected out of income 
or surplus. In view of the restrictions that we propose on the extent to which 
mutual funds should be permitted to incur debt, as described in paragraphs 5475 


and 5.76 and in Chapter XII, we do not consider such restrictions to be 
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necessary for the protection of mutual fund creditors. In view of our conclu- 
sion as to equality of equity participation such restrictions are also unnec- 
essary for the protection of holders of senior classes of equity securities. 

We are aware of no other reason that would necessitate the application of such 
restrictions to mutual funds. To avoid the possibility that the restrictions 
might prevent a solvent mutual fund from satisfying requests for redemption, 
the Canada Corporations Act and the corporations acts of a few provinces have 
already been amended to permit redemptions from capital. We have concluded that 
no mutual fund, incorporated or unincorporated, should be restricted 


as to the sources of the money it may use to effect redemption. 


5.68 Closely related to-the corporations act restrictions. on.the sources 
of money that may be used to effect redemptions are similar restric- 
tions on the sources of money that may be used for dividend payments. These 
restrictions have occasioned considerable difficulty for incorporated mutual 
funds: for example, there is a lack of consensus as to whether dividends may 
be paid trom the amount. received in excess of par value on the sale of shares 
in an incorporated mutual fund. If such dividends are permitted, problems arise 
from the fact that a portion of the amount paid by each incoming shareholder 
becomes available for distribution to all shareholders; complicated accounting 
procedures are often followed to minimize resultant unfairness. The arguments 
on the merits of these restrictions are well summarized by the following 
quotation from a letter prepared by the Government Relations and Legal Affairs 
Committee of the Montreal Society of Financial: Analysts in response to our 
request for comment on a report prepared by one of our consultants: 
The author (of the report referred to above) is of the opinion 
that dividends should not be paid out of surplus. He cannot re- 
solve the dilution of distributable earnings on the selling of 
additional shares. We cannot resolve it either, but it does seem 
that new shareholders who buy an historical pay-out policy should 
not be precluded from that demonstrated pay-out policy by the 
mere fact. of purchasing units in the fund. The overall return is 
the important item to the shareholder. If he wants a small cash 
pay-out and if that must temporarily come out of his recent con- 
tributions to the fund in the form of paid-in surplus, there can 
be no serious objection aS long as it is fully disclosed in an 
understandable way. Accordingly, we have doubts about the author's 


adamant position that dividends cannot be paid out of paid-in 
Surplus. 
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In fairness to our consultant, it should be stated that his position in discus- 


sions with us has been far from adamant; he recognizes the merits of the argu- 


ments in the above quotation. 


509 The principal purpose of the restrictions on sources of money for 
dividend payments, like the corresponding restrictions on sources of 

money for redemption, is the protection of creditors. As indicated in paragraph 
5.67, we have concluded that our proposed restrictions on the extent and nature 
of debt securities that should be permissible for mutual funds would negate the 
need for this type of protection for creditors. We therefore also conclude thar 
the position taken in the above quotation is the correct one, and that no 
mutual fund, incorporated or unincorporated, should be restricted as¥to the 


sources of the money it may use for dividend payments. 


Ds (U0 The conclusions set out in this section should be implemented on a 
mandatory rather than a permissive basis. We can conceive of no reason 
why it would be desirable for a mutual fund to be subjected to restrictions on 
sources of money for redemptions and dividend payments; nor can we conceive of 
any problem that would result from statutory repeal of these restrictions with 
respect to all incorporated mutual funds. In addition, it is possible that 
problems might result from the continued existence of the restrictions. We have 
therefore concluded that such restrictions should be repealed not only for 


mutual funds incorporated in the future but for those currently in existence. 


Dati The conclusions reached in this section have considerable relevance to 
the form of accounting presentation used by mutual funds. They would 
permit, in our opinion, substantially clearer presentation of financial infor- 


mation. This is fully discussed in Chapter XV. 


Date For the reasons set out in this section, we recommend: 


that mutual funds should be subject to no statutory restrictions on 


the sources of the money they may use for redemptions of shares or for 


dividends, and that corporations acts should be appropriately amended. 


LAk 


Capital Structure of Mutual Funds: Borrowing 


i The extent to which mutual funds should be permitted to borrow is a 
controversial question which is discussed at length in Chapter XII, 
where we make detailed proposals to provide flexibility in this aspect of 
industry operations. In this section we are concerned only to a limited extent 
with the quantum of borrowing by mutual funds; our principal concern is with 
the procedures to be followed when borrowing is actually effected. Little 
guidance on either question can be derived from present practices in Canada, 
for very few Canadian mutual funds presently are permitted to borrow except on 
a very limited basis. The only borrowing right most possess is that they may 
borrow money to effect redemptions in emergencies, provided that the amount 
borrowed does not. exceed.a.specified«percentage of total net assets;.the.per- 


centage, in most cases, is about 5%. 


a le In paragraph 12.42 we propose that borrowing by mutual funds should 
be restricted to loans which they are permitted to discharge at any 
time without notice or bonus. This restriction could almost certainly make it 
impractical for a mutual fund to borrow money from the public, but we have 
concluded that public borrowings should be specifically prohibited “even if they 
could be effected in compliance with the conclusions reached in Chapter XII. 
We do not believe that portfolio managers should be put in a position of respon- 
sibility to public debt holders as well as public equity holders. The reasons 
are well described in a memorandum prepared by the Securities and Exchange 
Commission at the time of passage of the Investment Company Act of 1940, which 
also dealt with the argument that similar problems can exist with any public 
company and there is no reason to single out investment companies for special 
treatment. The following quotation is from that memorandum: 
It is true that the potentialities of a conflict of interest may 
exist in the case of any corporation between the senior securities 
which can generally look forward to only a fixed and limited 
return and hence tend to favour a conservative policy and the 
equity Ssecuritres whichpare entitled tocall of sthetsurplus profits 
and hence tend to favour a. more speculative policy. But, this 
conflict rarely comes to bear upon the actual activities of in- 
dustrial companies because the activities of such companies are 
definite, circumscribed, well established, and generally accept- 
able to all types of security holders. Compared to the possible 


variation of activities of investment companies the distinction 
between running a specific industrial enterprise in a conservative 
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or a speculative fashion is relatively minor. While any corpora- 
tion may from time to time oscillate - within a narrow orbit - 
between a somewhat more or less conservative policy in the con- 
duct of its established line oieactiviby, iu canngl, ike aii 
vestment company at the present time [i.e. before the 1940 Act], 
within a few days entirely change the character of its activities, 
for example, from the use of its assets in diversified investment 
to speculative trading or to the financing of a single hazardous 
special interest. In short, while this conflict is possibly latent 
in the case of other companies, the conflict in the case of in- 
vestment companies is continuous and acute.* 


nS It might be said that the problems described in the above quotation 
would apply equally where money is borrowed from an institutional 
lender. We have concluded that the right of prepayment without notice or bonus 
would provide the mutual fund with adequate protection against any such conflict 
of interests. The borrowing would be effected for leverage only, and if the 
lender demanded that a more conservative investment policy be followed the 
borrower would almost certainly repay the loan. On the other hand, the public 
debt holder would not be in a position to make such a demand or to protect him- 
self against the consequences of changes in investment policy. Insti tutionae 
loans capable of prepayment by the borrower are, then, the only catezory ou 
loans to a mutual fund which would not occasion conflicts of interests that 


might be harmful. 


5S In order to ensure that debt instruments of mutual funds are not sold 
publicly, we have concluded that mutual funds should be permitted to 
borrow only from institutional lenders, including banks and other organizations 
duly licensed to engage in the lending of money. Such lenders are well able to 
fend for themselves and do not require disclosure type protections. This leaves 
open the question whether borrowing should be permitted from a broker, either 
through the use of a margin account or by direct loan. We have concluded that, 
with the necessary exception of borrowings of securities to deliver against 
Short sales, such borrowings should not be permitted. Brokers would rarely be 
relied on for loans in any event, since the interest rate available from banks 
is almost invariably lower than that available from brokers. The small 
* [Memorandum entitled "Provisions of the Proposed Bill Relating to Capital 
Structure" reproduced in Part 2 of Hearings Before a Subcommittee of the 


Committee on Banking and Currency, United States Senate, third session, 
Seventy-Sixth Congress, on S. 3580, page 1025 at pages 1032-1033 «| 
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additional flexibilitv provided by the availability of the nower to borrow 
from brokers would not compensate for the dangers that would be inherent in 
such a procedure. Many mutual funds have brokerage firms associated with them, 
and a loan to a mutual fund by an associated brokerage firm would involve the 


potentiality of serious abuse. 


Bait One exception should be made from the restriction proposed in the 
preceding paragraph. In paragraph 12.5lwe conclude that all mutual 
funds should be allowed to borrow money to effect redemptions in emergency 
cases, provided that the amount so borrowed is not in excess of 5% of the total 
net assets of the mutual fund. When the mutual fund borrows pursuant to this 
power, speed may be of the essence and it might be convenient to borrow other 
than from an institutional lender. We have therefore concluded that such 
loans should not be restricted to institutional lenders, although they should 


not be made by a public distribution of debt instruments. 
7 Porguhe reasons Set cut litstais section, .we recommend: 


(1) that mutual funds should be prohibited from borrowing, except to the 


extent permitted under recommendations made in Chapter XII; 


(2) that mutual funds should not be permitted to effect borrowings by 


public distribution of debt instruments; 


(3) that, subject to recommendation (4), borrowings effected by mutual 
funds in accordance with the recommendations in Chapter XII should be 
restricted to institutional lenders, including banks and other orga- 
nizations duly licensed to engage in the lending of money, but not 
including brokers, except that securities for delivery against short 


sales may be borrowed from brokers; and 


(4) that borrowings made to effect redemptions in emergencies pursuant 
to paragraph 12.60, recommendation (3) should not be subject to 


recommendation (3) but should be subject to recommendation (2). 
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CHAPTER VI 


THE RELATIONSHIP BETWEEN MUTUAL FUND 


INVESTORS AND MANAGEMENT 


6.01 During the course of our work we have been struck by the lack of con- 
sensus within the mutual fund industry, and among regulators and com- 
mentators, as to the nature of the relationship between .the mutual fund, mts 
investors, and its management company. The two prevalent philosophies are 
alluded to in paragraph 4.12. On the one hand, many consider the mutual fund to 
be simply the method by which the management company provides the service of in- 
vestment management for those prepared to entrust their money to it. On the 
other hand, it is often regarded as an enterprise, separate from the management 
company, that consists of an investment portfolio operated for the benefit of 
its participants; those who accept this philosophy acknowledge that the manage- 
ment company has the right to provide investment advice and administrative 
services,. but emphasize that the right. 2s only contractual and othat e100 eee 
ders poor service the management company can be dismissed and replaced with a 
successor selected by the mutual fund, To) the extent that sthiseisenotut cue mae 
trusteed mutual funds, including trust company investment funds, they feel that 
regulatory requirements should make it true. Under the first philosophy, then, 
the person who invests in a mutual fund through purchase of its shares or units 
is considered to purchase the right to have his money managed by the management 
company; under the second, he is considered to acquire an interest in a sepa- 


rate enterprise which has a terminable contract with the management company. 
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6.02 The Canadian mutval fund industry includes mutual funds that seem to 
exemplify each of the two philosophies as to relationships between 
mutual funds and their management companies. Some mutual funds have been or- 
ganized by brokerage firms solely to cater to clients who wish to have their 
money managed by the firm on a discretionary account basis, but are unable to 
invest encugh to permit its economic administration as a separate account. 
These provide a good example of the philosophy that the mutual fund is a means 
whereby the management company sells the service of investment management. Those 
concerned would probably be surprised at any suggestion that the mutual fund 
could dismiss the brokerage firm as investment manager and replace it with 
another. Trust company investment funds are another category of mutual funds 


that reflect the same philosophy. 


6.03 The mutual fund as a separate entity, able to negotiate with or to 
dismiss the management company, is well exemplified by Commonwealth 
International Corporation Limited and Commonwealth International Leverage 
PundeLtdyyewhich “are *discusséed®in®the nextvsection, “Theselarevincorporated 
mutual funds under common management. At the time of the events considered in 
the next section (to a considerable extent, the following description continues 
to be true of them at the time of writing), they were organized in a manner 
which reflected a philosophy of a mutual fund's role almost directly opposite to 
that represented by the trust company investment funds. They had a common board 
of directors of which a majority of the members were independent of the manage- 
ment company. These directors considered the mutual funds to be operating 
business enterprises set up in a manner similar to a commercial company. To 
them, the contract with the management company did not simply represent the 
terms upon which the management company was prepared to accept money for invest- 
ment management; rather, it was a contract for advice on investments, to be 
negotiated with the management company and to be replaced by a contract with 
another company in the event the advice proved unsatisfactory. They also felt 
an obligation to review all advice submitted and to reject any with which they 


disagreed. 
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6.04 The two philosophies of relationships between the mutual fund and its 
management company are logically irreconcilable, and it is important 
to consider their relative merits in the formulation of a regulatory scheme. The 
first of the two philosophies seems to us to accord more closely with the reali- 
ties of the situation. We view the mutual fund investor as a person who wishes 
to delegate the management of his money, and we think that those who consider 
the question at all would see the delegation as being to the management company. 
This is, in our view, true not only of the mutual funds organized by brokerage 
firms and trust companies to which we refer in paragraph 6.02, but also of 
mutual funds organized in the manner of the Commonwealth funds. As a practical 
matter, and regardless of the legal forms used, mutual funds rarely, if ever, 
function as entities separate from their management companies. The incident 
discussed in the next section is not inconsistent with this conclusion; indeed, 
and in spite of their extraordinary nature, some of the developments there de- 


scribed lend support to the conclusion. 


6.05 Our belief that the mutual fund is the method whereby the management 
company provides the service of investment management to investors is 
relevant in the determination of our approach to regulations. It accentuates 
the importance of the management company's position. If the mutual fund were an 
independent entity which negotiated with the management company to obtain in- 
vestment advice for a fee, those responsible. for the operations of that indepen- 
dent entity might be expected to take appropriate precautions in order to pro- 
tect the assets of the mutual fund. In fact, such precautions must bes takensbhy 


the management company. 


6.06 If a mutual fund investor considered the risks he was prepared to 
accept in his investment, the only one he would consciously accept 
would be that his money might be partially or wholly lost as a result of a mar- 
ket decline or of investment decisions which turn out to be mistaken although 
made in good faith. He would not be prepared to accept the risk of investment 
decisions made in bad faith for purposes other than the good of the mutual fund; 
of theft; or of loss through bankruptcy or other misadventure which affects his 


salesman or anybody else who handles his money before it reaches the mutual 
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fund. More precisely, he would wish to assume that such risks had been reduced 
to the minimum by appropriate precautions designed to prevent their occurrence. 
In our view, requirements to ensure that such precautions are taken form a ne- 

cessary part of any regulatory scheme designed to provide protection for the 


mutual fund investor. 


6.07 The risks referred to in the preceding paragraph result from various 
possibilities. Through no fault of the responsible persons, the mutual 
fund, management company or distribution company could encounter financial mis- 
fortune, thereby preventing fulfilment of their obligations and exposing the 
shareholders or unitholders to the possibility of serious loss. Alternatively, 
those persons with access to assets of the mutual fund might embezzle them, or 
the assets could be lost through theft or by fire. Finally, persons with the 
power to control investment decisions affecting the mutual fund might make those 
decisions so as to favour their own interests rather than the best interests of 


the mutual fund. 


6.08 It could be said that the risks described in the preceding paragraph 
are associated with the separation of ownership from management, and 
are present to some extent with any public company managed by persons who do not 
also own it. In light of this, the contention could be made that it would be 
inappropriate to deal with such risks only in the context of mutual funds, with- 
out also dealing with them in the context of public companies generally. By 
equating the mutual fund with an integrated public company, that contention im- 
pliedly accepts the second of the two philosophies described earlier in this 
chapter, and is therefore not in accord with our belief that the mutual fund is 
used by the management company to provide the service of investment management. 
The divorce between ownership and management is more complete in the mutual 
fund context than with other public companies, for the mutual fund participant 
has no voice at all in the affairs of the management company. This alone would 
provide adequate reason for rejection of the contention described above. That 
contention should also be rejected because mutual funds are financial insti- 
tutions, and governmental controls to prevent misuse of assets have tradition- 
ally been more rigorous-with financial institutions than with other public 


BSuLrerprises. 
5) 


6.09 The best protection against the types of risks here being considered 
would be an arrangement whereby the management company and the distri- 
bution company were subjected to. continuing independent scrutiny over their 
operations. The scrutiny might be provided by the mutual fund investors, or by 
a surrogate acting on their béhalf; "what is essential “is *thatethe mprocedune 
used be effective but not interfere unduly with the freedom of management to 
make investment decisions. Such an objective is obviously difficult to attain in 
a workable fashion, but a number of techniques have been proposed for the pur- 
pose. This chapter is devoted to a”™consideration of those techniques. someuc, 
them are inconsistent with our view that the mutual fund is used by the manage- 
ment company to provide the service of investment management. We are not de- 
terred by that fact from ‘considering them*on their merits; Sit satisrieamrnac 
a technique would effectively provide continuing scrutiny and was workable, we 


would recommend its adoption in spite of a philosophical inconsistency. 


6.10 An important matter for consideration in connection with continuing 
scrutiny, as with most of the questions considered in this report; 4s 
disclosure. It has been well said that’sunlight is the besteot disinteccamus 
and electric light the best policeman, and it may be asked why disclosure is 
not. alone sufficient for the provision of continuing scrutiny, "We vacceptmenc 
value of disclosure; many of the substantive recommendations made in this 
report would be much more rigorous were we not satisfied that implementation of 
our recommendations would significantly improve the quality and effectiveness of 
disclosure. There are two reasons why we do not regard disclosure as sufficient 
of itself to provide continuing scrutiny over management. The first is the 
practical impossibility of providing comprehensive information as to all trans- 
actions on a Clear and understandable basis at reasonable cost. This problem is 
commented on in paragraph 6.26. The second is that disclosure alone is of 
little or no value unless there is some independent person in a position such 
that he has not only power but also motivation or responsibility to take appro- 
priate action to resolve abuses that are disclosed. This condition is not 


easily satisfied, and much of the following discussion is concerned with it. 


Loi 


6.11 This chapter is devoted to a discussion of techniques by which con- 
tinuing scrutiny might be provided with minimal governmental involve- 
ment. An adequate technique for that purpose would protect against each of the 
types of risk discussed in paragraph 6.07. In the following chapters we con- 
sider those types of risk separately. Chapter VII reviews requirements for ad- 
mission to the industry and minimum solvency requirements designed to avoid in- 
voluntary financial problems; Chapter VIII reviews precautions which should be 
taken against losses through such risks as embezzlement and fire; and 
Chapter IX reviews the more subtle, but extremely serious, abuses which can 
occur when investment decisions are motivated by objectives other than the best 
picverests Of tne mutual fund, =) [he recommendations made in the four chapters 
will together provide a regulatory scheme which should protect against the 
risks referred to in paragraph 6.07 but not interfere unduly with management 


flexibility. 


6.12 The discussion of techniques for continuing scrutiny in the remainder 
of this chapter begins with a review of a proxy battle for control of 
two mutual funds as an important example of the practical application of some 
possible techniques considered later in the chapter. Succeeding sections dis- 
cuss independent directors, voting rights, the role of the auditor and other 
techniques that we have considered which might permit continuing scrutiny with- 


out the necessity of involvement by the appropriate administrator. 


The Commonwealth-Channing Proxy Battle 


onl Commonwealth International Corporation Limited and Commonwealth 
International Leverage Fund Ltd., referred to in this discussion as the 
Commonwealth funds of Montreal, are federally incorporated mutual funds. The 
facts concerning them are stated here as at 1966, but many are still accurate at 
the time of writing. Canadian Channing Corporation Ltd., referred to in this 
discussion as Canadian Channing, acted both as management company and distri- 
bution company under a contract with each of the Commonwealth funds of Montreal. 
In other words, the two mutual funds adhered to the general practice of sepa- 
rating their management and sales functions from the mutual fund, and did so by 


contract with a single outside organization. The contracts, dated 


ILS 


December 31, 1963, were expressed to be effective until December 31, 1966, and 
could only be terminated on that date if notice of intention to terminate was 
given before December 31, 1965. There were no relevant differences between the 
by-laws, or any other aspect of the organization and operations of the two 
mutual funds except for their investment objectives. Canadian Channing distri- 
buted the shares of the Commonwealth funds through a direct sales force which 
included over 300 salesmen at the time of the events discussed in the following 


paragraphs. 


6.14 In the respects dealt with in the preceding paragraph, the organiza- 
tional arrangements of the Commonwealth funds of Montreal were typical 
of Canadian mutual funds. In certain other respects, they were atypical. The 
mutual fund shares were the only shares issued, and carried full voting rights. 
As a result of the technicalities of company law referred to in paragraph 5.62 
which require in the absence of a statutory provision to the contrary that 
mutual fund shares be preferred shares, and therefore necessitate the creation 
of an underlying class of common shares, each of the two mutual funds had an 
authorized class of common shares. Neither had issued any such shares, so that 


the mutual fund shares had full voting power. 


G15 The principal respect in which the Commonwealth funds of Montreal were 
atypical was that the majority of the members (nine out of twelve) of 

their boards of directors were independent businessmen. One of them was presi= 

dent of the two mutual funds. Their philosophy concerning the relationship 

of the mutual funds with Canadian Channing, as we understand it, is described in 

paragraph 6.03; briefly, they accepted responsibility for the operations of 

the mutual funds and regarded Canadian Channing as an advisor whose advice could 

be rejected, In the event of dissatisfaction they could terminate the advisory 


and distribution ‘contract ‘in accordance with its terms. 


6.16 The quality of the relationship between the independent directors and 
Canadian Channing had declined during the late 1950's. The deterio- 

ration became more rapid starting in 1961, when as part of the industry-wide 

competition for salesmen, another mutual fund organization succeeded in attrac- 


ting away from Canadian Channing its sales manager and a considerable portion of 
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Bes sales) force,” iin July, 1905S the relationships were injured further when a 
proposed transaction under which the parent company of Canadian Channing, a 
United States company, would have sold control of Canadian Channing to another 
United States company was almost completed. The independent directors did not 
approve of the company which had proposed to effect the takeover, and were up- 
set by the whole incident. From this time onwards the relationship between the 
independent directors and Canadian Channing was very bad. Investment advice 
given by Canadian Channing was frequently rejected, and information required by 


wa, tO Carry on the sales operation was refused. 


ne? In December, 1965, the parent company of Canadian Channing was taken 
over by another United States company. Both Canadian Channing and the 
independent directors had apparently realized some time before that a proxy 
battle would eventually occur between them and it is doubtful that this take- 
over materially affected matters. In the same month, the dispute reached a 
head. On December 16, 1965, the independent directors caused each of the 
Commonwealth funds of Montreal to give to Canadian Channing notice of intention 
to terminate the management contract. A similar notice was given on the same 
day by Canadian Channing to each of the mutual funds. The notice given by 
Canadian Channing was for tactical reasons only; it had no intention of ter- 


Minacting ats relationship. 


6.18 There followed a long drawn-out, expensive and bitter battle for con- 
trol7 or; the: two’ mutual funds 7 We wilh noteattempte hereto’ describe 
Eire details or the’ battle, except! in very general’ terms.” The independent 
directors relied principally on solicitation of the shareholders by mail and 
sent out a large amount of literature at the expense of the mutual funds. 
Canddian Channing also sent out a-“considerable number of Letters, but its’ proxy 
Solicitation was errected principally through’ 1ts direct’ sales’ force. ~ Its 
salesmen were guaranteed minimum weekly rates of pay so that they would concen- 
Prate Ole proxy solicitation instead: Or selling. and’ they were effective ain proxy 
solicitation. The costs incurred by the independent directors, and paid by the 
Commonwealth funds of’ Montreal (over a period of time in order not to contravene 


the Quebec Securities Commission policy on management fees and expenses 
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described in paragraph 10.16) amounted to approximately $350,000; those 


incurred and paid by Canadian Channing amounted to approximately $740,000. 


Geely Throughout the proxy battle the volume of redemptions was comparatively 
high. Redemptions of shares of the two mutual funds during 1966 
equalled 15.4% of the aggregate of their total net asset value at the end of 
1965 and their sales during 1966. The corresponding figure for all Canadian 
mutual funds having over $5 million in assets was 9.8%. It would appear that 
shareholders who disapproved of the situation tended to redeem their shares. It 
seemed probable at all times that Canadian Channing would attract a majority 
vote among those who remained shareholders. Presumably many factors influenced 
the majority to take this approach; the Commonwealth funds of Montreal had had 
a satisfactory performance record and that fact) combined with they effect jor 
direct approaches by salesmen may have been the most significant factors in the 
decision, The independent directors relied largely, on their jown;abilities son 
the fact that they had negotiated with Canadian Channing a more favourable 
management fee; and on allegations of bad faith on the part of the Canadian 


Channing organization. 


O20 A number of technical problems arose during the proxy battle and the 
shareholders' meetings connected therewith. Two trust companies held 
shares of the Commonwealth funds of Montreal, one as trustee for shareholders 
who reinvested their dividends and did not demand share certificates repre- 
senting the reinvested dividends, and the other as trustee for purchasers of 
contractual plans. These two trust companies encountered difficulties in 
determining for whom they should vote. The difficulties were compounded for at 
least one of them when the independent director who, as president of the two 
mutual funds, was to act as chairman of their pending shareholders' meetings, 
issued what the trust company considered to be incorrect instructions on the 
manner in which shares were to be voted at the meetings. Protracted litigation 


over this and other problems delayed a final resolution of the battle and 


156 


increased the costs for both sides.* When the shareholders' meetings were 
finally held, Canadian Channing was overwhelmingly successful, winning 3.5 of 
5.6 million votes cast in Commonwealth International Corporation Limited and 
1.3 of the 1.8 million votes cast in Commonwealth International Leverage 


Fund Ltd. 


6.21 We venture no opinion on the relative merits of the positions adopted 
by the independent directors and by Canadian Channing. No abuse by 
Canadian Channing of its position was established, and the contention of the 
independent directors was essentially that Canadian Channing was not the best 
available management company, and should either reduce its fee for the same 
services or permit another company to replace it. Canadian Channing pointed to 
the record of performance by the two mutual funds, alleged that the record would 
have been better if the independent directors had accepted certain investment 
advice which they in fact rejected; and stated that in any event the share- 
holders had purchased their shares in reliance on the management of Canadian 
Channing, and prior to the commencement of the proxy battle had not evinced any 
Per1Ousmaissatistaction) by redeeming am lteis of interest that the Latter argeu- 
e 
ment reflects the first of the two philosophies set out in paragraph 6.01 as to 
the nature of management company-mutual fund relationship, although the or- 
ganizational arrangements of the Commonwealth funds of Montreal were more con- 
sistent with the second philosophy. The success of Canadian Channing in the 
ultimate vote might be attributed to acceptance of its position by the share- 
holders, but as a practical matter was probably due more to the efficiency of 
ats proxy solicitation through the direct sales force and to the apparent 


tendency of dissatisfied shareholders to redeem rather than cast negative votes. 


eae The Commonwealth proxy battle is, in our opinion, important as a prac- 
tical application of three of the techniques considered in following 
sections for the provision of continuing scrutiny over mutual fund management. 


The three are the right to redeem; independent directors; and voting rights. 


* Two of the judgments delivered in the course of the series of judicial 
hearings have been reported: 


Re Zimmerman and Commonwealth International Leverage Fund Ltd. and Common- 
wealth International Corporation Limited, 56 D.L.R. (2d) 709; and 


Re Zimmerman and Commonwealth International Leverage Fund Ltd. et al, 
Sea Diia kok 20) e605 
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References to the proxy battle are made in the next three sections, which dis- 


cuss’ ‘those three ‘techniques. 


The Availabidity of the: Right to?’ Redeem 
6.20 It is frequently stated by members of the mutual fund industry that the 
best continuing control over their practices, apart from their own 
abilities and standards, is the possibility that annoyed shareholders or unit- 
holders might “vote with’ their feet" by presenting’ their shares? or units for, 
redemption. This would result in a reduction of total net assets and hence of 
the management fee. The power to redeem held by their shareholders or unit- 
holders is one of which investment managers are always cognizant, and its im- 
portance to mutual fund operations cannot be denied. We accept that in extreme 
cases it might be an effective protection against abuses, but for a number of 
reasons we have concluded that reliance cannot feasibly be placed upon it to 


provide the type of continuing scrutiny that we feel to be desirable, 


6.24 The Commonwealth-Channing proxy battle provides a good example of the 
deficiencies in the power to redeem as a continuing control over 

management. As indicated in paragraph 6.19, the volume of redemptions was un- 
usually high during the proxy battle; presumably the redeeming shareholders 
were in large part dissatisfied, but it is noteworthy that they redeemed rather 
than vote against the continuance of existing management. The availability of 
the right to redeem can be advanced as an argument against reliance on voting 
rights to contribute to effective continuing scrutiny over management. Re- 
demptions by dissatisfied shareholders or unitholders are likely to be far less 
effective as a control over management than would be their active opposition as 


continuing shareholders or unitholders. 


Onc There are other difficulties inherent in the belief that the right to 
redeem will provide adequate scrutiny over management. It assumes that 
such scrutiny will be provided by the shareholders or unitholders themselves 
through the study of information disclosed to them and the exercise, when 
necessary, of their right to redeem. We think that this assumes too much, for 
implicit in it are two further assumptions. These are that mutual fund share- 
holders or unitholders possess the ability and knowledge necessary to conduct a 
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continuing review of management's activities, and that the disclosure require- 
ments can be made sufficiently detailed to ensure that full information is pro- 
vided as to all relevant activities. Nothing in. the results of the consumer 


survey conducted under our auspices inclines us to accept the first assumption, 


6.26 The second assumption, that disclosure requirements can be made 

sufficiently detailed to provide shareholders or unitholders with full 
information as to all activities, is in our opinion also fallacious. A see- 
mingly innocuous transaction may be abusive for any of a number of reasons. The 
price paid or received; the relationship between the management company and the 
airer party sto the transaction; «the service’ fees’ ‘and ‘commission paid: ” any of 
enese ‘or other factors may ‘be suth “as to'at ‘least’ ‘require further explanation. 
It would in our view be impracticable to require that information be supplied 


to mutual fund shareholders or unitholders in sufficient detail to facilitate 


Dat EVeneitechieecitticulties cescrabed! in the preceding paragraph are 
overcome, two additional factors would have to be present before 
reliance could be placed on the combination of disclosure and the right of 
redemption to provide continuing scrutiny over management. The first factor 
would be that mutual fund shareholders and unitholders would expend the time and 
effort necessary to make a complete review of material sent to them to ensure 
that management was paying proper attention to its responsibilities. The mutual 
fund shareholder or unitholder is almost by definition a person who is unwilling 
or unable actively to participate in the management of his own investments, and 
it seems unlikely that many of them would contribute this degree of time and 
err ort, 
we ae The second additional factor which must be present is that the dis- 
satisfied mutual fund shareholder or unitholder would exercise his 
right to redeem without hesitation. Such will often not be the case, because he 
is often in a position where he will suffer a significant loss if he redeems. 
miseissparticularly true in the early stages of a contractual plan, when’ up ‘to 
50% of the first twelve to fifteen instalments may be deducted on account of 


sanes Charges, but it 1s also true with most shares or units purchased on a lump 


sum basis where the amount deducted is usually in the neighbourhood of 8.53, 


Abe, 


G29 It might be said that so long as some mutual fund shareholders or unit- 

holders carefully follow the progress of the mutual fund and exercise 
their right to redeem when and if deficiencies in management's performance be- 
come apparent, that is all the protection necessary, Even adi mat icould) be, esq 
tablished that an appreciable percentage of shareholders or unitholders follow 
such practices, we would hesitate to rely on that fact. To do so would amount 
to a policy of devil take the hindmost, accepting that the more sophisticated 
and wealthy investors should redeem first and leaving the investors most re- 


quiring protection in the least advantageous position. 


6.30 For the reasons set out in this section, we have concluded that, while 
emphasis should be placed on the importance of disclosure, it should 

not be assumed that disclosure coupled with the availability of the right to 

redeem will provide adequate continuing scrutiny over the management of mutual 


funds. 


IndependentnDixectors 


Ont For reasons indicated in the preceding section, we have concluded that 
mutual fund shareholders or unitholders should not be relied upon to 
provide the degree of continuing scrutiny over management which is the objective 
of the techniques considered in this chapter. Inthe next section we propose 
that they be given power to vote on certain matters, andthe: ¢xercisevo mt ae 
power May resolve major difficulties; “it would; however,» be) mertrectivesea 
deal with most of the types of risk described in paragraph 6.07. “It 1s,7 then, 
appropriate to consider whether a surrogate can be relied upon for the provision 
of continuing scrutiny. In this section we consider the most oft-suggested 
surrogate, members of mutual fund boards of directors who are unaffiliated with 
management; later in this chapter we discuss the extent to which an independent 
trustee, or the mutual fund auditor, should be relied upon to fulfil the role 


of surrogate, 
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Be o2 In the consideration of independent directors, the question we must 
resolve is not whether they are desirable but whether they should be 
imposed on the mutual fund industry by legislative fiat. The very existence of 
a separate board of directors for the mutual fund may seem inconsistent with the 
philosophy of the mutual fund as the method whereby the management company sells 
investment management. The inconsistency is, however, more apparent than actual 
in view of the wide scope of powers entrusted to the management company under 
the management contract, and the even wider powers ordinarily exercised by it 
in practice. In addition, we think that there are certain obvious advantages to 
a mutual fund and its shareholders in a board of directors that includes at 
least some members who are independent of management. These members can assist 
management by subjecting its decisions to informed and impartial review, perhaps 
with the additional benefit of comments based on backgrounds in other business 
activities. It can protect shareholders or unitholders by ensuring that manage- 
ment properly performs the duties for which it is paid. For all these reasons, 
we support the use of independent directors on a voluntary basis by mutual 


funds, This does not resolve whether their use should be required. 


Ono) In the United States, Congress has decided that the advantages of in- 
dependent directors "are so "significant “as™to justify the imposition of 
a statutory requirement. The Investment Company Act of 1940 provides that at 
least 40% of the members of the board of directors must satisfy a statutory 
standard of independence. That Act also imposes certain responsibilities on the 
independent directors. The Securities and Exchange Commission has said of these 
requirements: "Ihe function of these provisions with respect to unaffiliated 
directors is to provide an independent check on management and to provide a 


means of representation of shareholder interests in investment company affairs".* 


6.34 There is presently no Canadian legislation equivalent to the 1940 Act 
requirement referred to in the preceding paragraph. The Canadian 
Mutual Funds Association specifies in its regulations that: 


1(b) At least 40 per cent of the directors of a mutual fund shall be 
independent directors who are neither directors, officers, 


* 


PUDLLcCePOlicy Report (supra, footnote to paragraph 1.07), pp. 332-333, 
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employees or equivalents, of the management company or the 

underwriter or contractual distributor of the mutual fund. 
No attempt is made in the regulations to define in greater detail what con- 
stitutes independence of a director. Several members of the C.M.F.A. rely on a 
restriction to this rule which permits any member whose board of directors did 
not comply with the rule on the day the regulation became effective "to continue 
on its present basis provided that all subsequent board appointments shall be 
limited to the above requirements until such time as the requirements of this 
section have been met''. While the rule applies to trusteed mutual funds (the 
term “directors of a mutual fund" is defined ito include Mitheseovernors!, omeeneus 
equivalents" of all member mutual funds) some member mutual funds organized 
as trusts have relied on the quoted exception to justify non-compliance. Other 
trusteed mutual funds have created boards of governors with ill-defined respon- 


Sal losil sess - 


Oe o.5 In their application of the regulatory requirement for independent 
directors, C.M.F.A. members interpret independence in a variety of 
Ways, which indicates to us that) the derinitionso: wigteconsticuces independence 
would have ‘to be considerably moresprecise jthanethat econtained mineG.ManA. 
regulation 1(b) i1£ the requirement were tolbe made sstatutonys Ehacmeismotepai. 
ticular importance in view of the fact that the selection of the independent 
directors would ordinarily be in the hands of management through its control 


over the proxy machinery. 


6.36 Because of the C.M.F.A. rule described above, and because of the in- 
fluence on the Canadian mutual fund industry of practices followed in 
the United States under the 1940 Act, many Canadian mutual funds have boards of 
directors composed at least in part of persons who may be regarded as indepen- 
dent of management. While estimates are affected by the definition of what con- 
stitutes independence, the Commonwealth funds of Montreal are among the very few 
that have had boards of directors a majority of whose members were persons who 


could reasonably be regarded as independent. 
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Diao The imposition of a statutory provision for the independence of a 

specified percentage of mutual fund boards of directors involves two 
requirements: that each mutual fund must have a board. of directors, and that a 
specified percentage of the members of each board must be independent of manage- 
ment. Serious difficulties arise in the application of each requirement. Some 
indication of the nature of these difficulties may be gained from developments 
in the United States. The 1940 Act requirements are implemented by provisions 
which define the required degree of independence; the most important elements 
BORENESEespTOViSions, ake eset ioutcneastootnote.~ the Act.ialso «requires [that 
certain actions must be approved by a majority of the independent directors. 
PHesé provisions have beenjin effectator almost ithinty cyears;,;andiit should snow 
be possible to make some assessment of their efficacy. Considerable assistance 
in this assessment may be obtained from comments made by the Securities and 


Exchange Commission, 


GATS Tiepo, b.l.Ge 1d CSerPUublicerOlleyReport srevLewsa)j Udi cialedsci sions 
which held that individuals having certain types of economic re- 

lationships with the management company or the mutual fund were not affiliated 

withinethesmeaning,ofethe definition. «he, Report, continues vas (fol lows:: 


* Section 10(1) of the Investment Company Act of 1940 provides that "no 
registered investment company shall have a board of directors more than 
60 per centum of the members of which are persons who are investment advisors 
of, or officers or employees of, such registered company." The Act further 
prohibits investment companies from retaining as a "regular broker" or as a 
"principal underwriter" any of their directors, officers or employees, or any 
persons of which any one of them is an affiliated person, unless the majority 
of the board consists of persons other than the regular brokers, the prin- 
Cipal underwriters or their affiliated persons. A similar restriction 
applies to directors who are the investment bankers. The definition of 
"affiliated person" in section 2(a)(3) of the Act reads as follows: 


"Affiliated person" of another person means (A) any person 
directly or indirectly owning, controlling, or holding with power 
to vote, 5 per centum or more of the outstanding voting securities 
of such other person; (B) any person 5 per centum or more of 
whose outstanding voting securities are directly or indirectly 
owned, controlled, or held with power to vote, by such other 
person; (C) any person directly or indirectly controlling, con- 
trolled by, or under common control with, such other person; 

(D) any officer, director, partner, copartner. or. employee of such 
other person; (E) if such other person is an investment company, 
any investment adviser thereof or any member of an advisory 

board thereof; and (F) if such other person is an unincorporated 
investment company not having a board of directors, the depositor 
thereof. 


163. 


Regardless of whether the economic ties of the fund directors 
involved in these cases were sufficient to demonstrate that they 
were "controlled" by the investment adviser, principal under- 
writer, or regular broker, such close relationships derogate from 
directors' ability to represent effectively thevinterests of 
shareholders. In the Commission's view the disinterested re- 
presentation of shareholders in the management of investment com- 
panies constitutes an important investor protection, even though, 
as the Act is’ now written, unaffiliated *directors#arernot ina 
position to deal effectively in the areas of management compen- 
sation, “allocationvof brokerages: andethesgseccting. 0 besalesmioau 
levels. In these areas other steps, such as proposed by the 
Commission, are the sine qua non of adequate protection of in- 
vestment company shareholders. * 
Oae9 The Public Policy Report recommends as additions to the definition of 
affiliated directors a number of additional tests designed to ensure 
the genuine independence of the directors selected. It is not necessary to 
review these additions here; they would extend and add to the complexity of the 
already complicated rule by superimposing a definition of "interested person" on 
the definition of "affiliated person" set out in the footnote to paragraph Grae 
As indicated in the above quotation, the S.E.C. was not satisfied that inde- 
pendent directors could deal adequately with the three problem areas therein 


mentioned, and recommended separate legislative provisions in these areas. 


6.40 Difficulties in applicatiom of the concept of independence arejan-— 
dicated by the developments outlined in the preceding paragraphs. Other 
problems have arisen in the United States with the necessary second branch of 
the requirement for andependent directors’, “thatthe mutua Preund must Shavers 
board of directors. These have been considered in the context of variable con- 
tracts of life insurance companies and of mutual funds sponsored by banks and 
organized in a manner similar to that of investment funds of Canadian trust com- 
panies, They have been resolved to the complete satisfaction of nobody; the 
companies affected would prefer to treat the funds involved as managed accounts, 


while the S.E.C. would, ideally, like them to be separate entities. 


6.41 We think three conclusions can fairly be drawn with respect to the con- 
cept of independent directors on the basis of the experience described 

above.» -First;=the’ usesof indéependentsdirectors an thesUnited states hasenotmncs 

solved the problems inherent in the separation of management from ownership in 


Saae eae cee ec a 
* Public Policy Report (supra, footnote to paragraph 1207) p.334- 
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the context of mutual funds. Second, it is clear that independent directors 
have not been able to deal adequately with the matters regarded by the S.E.C. 

as major problem areas, mentioned in the quotation in paragraph 6.38. Third, it 
seems apparent on the basis of experience both in Canada and in the United 
States that any effective requirement for the independence of directors would 
have to include a very wide and rigorous test of independence. The selection 

of directors is ordinarily in the discretion of the management company through 
its control over the proxy machinery, and in the absence of such a definition of 


independence it could avoid the spirit of the legislation. 


6.42 Dig ticultieésseinwthe application cofsasrequirement foriindependence of 

directors would arise not only with the criteria for independence, but 
also with the necessary second branch of the requirement, that each mutual fund 
must have a board of directors. The latter would impose greatest inconvenience 
in Canada in its application to the trust company investment funds, for it would 
Pesultein the) asolation ofsthese funds: from the 1ordinary, operations: of itrust 
companies through their treatment in very different ways. These problems are 
moteinsunperabLes! lcarrequrmementathatathere be a bdardvofudirectors for every. 
mutual fund could be successfullly enferced. However we hesitate to “recommend 
the imposition of the requirement unless satisfied that the results would be 


beneficial. We are not so satisfied. 


6.43 Apart from the problems shown by experience to exist, we are concerned 
with a question of principle inherent in the application of a require- 
ment for the independence of directors. We question whether government should 
mequirenthat persons: without asdirect istakeyaine the’ success of the operation. be 
put in a position where they are expected to pass on the business judgment of 
the management company. This point of principle serves to fortify us ina 
decision that would in any event be dictated by the other considerations dis- 


cussed above. 


6.44 For the reasons set out in this section, we have concluded that there 
should be no statutory requirement that each mutual fund have a board 
of directors or equivalent body, and no statutory requirement that a specified 


percentage of the members of such bodies be independent of management. This 


165 


conclusion is not relevant to the establishment of such arrangements on a 
voluntary basis or through self-regulation, developments which we think de- 


sirable. 


Voting Rights 
6.45 Perhaps the most important right accorded shareholders under most 
corporations: acts! ls the right to votes It is) throucis tiser elite 
shareholders, at least in theory, are intended to exercise continuing control 
over management; the right is also of indirect value in the provision of con- 
tinuing scrutiny, since information must be supplied to shareholders so that 
they can consider the matters upon which they are expected to vote. For pur- 
poses of analysis, the matters with respect to which this’ right Ws) conterred can 
be divided into three categories. The first category includes the election of 
directors to conduct the management of the company on behalf of the share- 
holders. It also includes any votes in which the participants pass upon the 
quality of management; a good example would be the acceptance of the financial 
statements for the preceding year, in jurisdictions that require such statements 
to be accepted by the shareholders. For convenience, in ‘the’ following dis-= 
cussion votes falling within this category are referred to as those for the 


election or approval cf management. 


6.46 The second category of matters upon which shareholders are accorded 
statutory voting rights includes actions that are regarded as so extra-q 
ordinary that they should not be implemented solely on the authority of the 
directors. The nature of these matters differs among jurisdictions. Usually 
included in this category are the sale of a substantial portion of the company's 
assets; the authorization of new securities: for assuance byait sand majon 
amendments to its by-laws. Approval by vote of the shareholders is required 
before these steps can be taken by the company. Votes on matters within this 
category are precipitated by a decision of the board of directors who request 
that the shareholders approve a particular action. For convenience, in the 
following discussion such votes are referred to as those for the approval of 


actions proposed by management. 
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16.47 The third and smallest of the categories of matters upon which votes 
may occur includes all cases where the shareholders act on their own 
initiative rather than through or at the suggestion of the directors. 
Examples, which again vary among corporations acts, include meetings called 
by the shareholders to dismiss the board of directors, or to force the winding 
up of the company. The matters upon which shareholders may take such indepen- 
dent action are ordinarily very limited, and votes of this type are compara- 
tively rare. Votes included in this category are referred to in the following 


discussion as votes on shareholder-initiated actions. 


6.48 The shareholders or unitholders of most Canadian mutual funds do not 
have the power to vote on matters within the first of the above three 
categories, the election or approval of management. Such powers are almost 
unknown among unincorporated mutual funds; shareholders of a number of incor- 
porated mutual funds have power to vote for the election of directors, but in 
many cases the value of that power is substantially reduced by the rights 
attached to the underlying class of common shares issued to the organizers or 
their successors. These shares sometimes have voting power superior to that of 
the mutual fund shares sold to the public; in other cases the holding of such 
a share is made a precondition to election as a director. In these and other 
ways the common shares, theoretically created for the technical reasons de- 
scribed in paragraphs 5.62 and 5.63, are used to negate the value of voting 


rights on the mutual fund shares. 


6.49 The question whether shareholders or unitholders should be accorded 

by statute the power to vote for the election or approval of manage- 
ment has caused us considerable concern. As with independent directors, the 
problem is not whether the arrangement would be desirable but whether it should 
be required by legislative fiat. Our conclusion in the preceding section that 
we should not recommend a requirement for each mutual fund to have a board of 
directors or equivalent body would be inconsistent with the usual type of voting 
rights for the election or approval of management, under which shareholders 
annually elect the board of directors. This does not resolve the problem since 


it would be consistent with that conclusion to require that the approval of 
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shareholders or unitholders be obtained for the management contract. The 
management company is entrusted with such wide powers over the operation of a 
mutual fund that approval of the management contract can for present purposes be 


equated with election of the board of directors in other public companies. 


6.50 In the United States, the Investment Company Act of 194) requires that 
the management contract be submitted to the holders of shares or units 
for their approval at least once every two_years. The experience under this 


provision is indicated by the following quotation from the Public Policy Report: 


The shareholders' opportunity to accept or reject management and 
shareholder proposals can provide them with meaningful alterna- 
tives in connection with most matters for which their approval is 
solicited. As a practical matter, however, these alternatives do 
not exist in connection with shareholder approval of advisory con- 
tracts. Proxy contests initiated by competing investment advisers 
have taken place only in very rare instances where existing 
management relationships have completely broken down. The share- 
holders themselves cannot select a new adviser, formulate a new 
advisory contractiior seta) newradvisoryatec wm on lywiitnestune ss 
board of directors and the shareholders acting together can do 
that. The shareholders alone can only ratify or refuse to ratify 
what management proposes. Shareholder refusal to adopt or renew 
the contract proposed by management, however, might leave the 
fund without an effective advisory contract, and the Act provides 
that no person or organization may serve as an investment adviser 
to a registered investment company except pursuant to a written 
contract.. Thus,) exercise ofthe tshareholders wmigh tartony causes 
ratify the adoption or the renewal of an advisory contract is 
fraught with uncertainty for -- and possibly with harm to -- the 
fund's operations. The drastic consequences that may attend the 
exercise of that’ right impair ats: effectivenessias: apcontrolgouen: 
advisory fees. 


The lack of success in the United States of this requirement weighs against the 
adoption of a similar requirement in Canada. In addition, it is relevant that 
such a requirement would be consistent with the second rather than the first of 


the two philosophies described in paragraph 6.01, although the first of those 


philosophies is the one with which we agree. 


Gio In spite of the factors referred to in the preceding paragraph, we have 
concluded that a requirement similar to the 1940 Act provision des- 
cribed above should be adopted for application to Canadian mutual funds. In our 
opinion, it is reasonable that management should make an accounting to share- 
holders or unitholders at least once in every two years. Such a procedure will 


SS 


*Public Policy. Report (supra, footnote to paragraph 1.07), p.129. 
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provide a method for the dismissal of management in a very serious case, and its 
metue will be established if it ever facilitates the dismissal of an inefficient 
‘management company. This emphasis on the management contract will be consistent 
with the procedures of mutual funds whether or not they have boards of direc- 
‘tors; a mutual fund which has a board of directors can deal with the election 


of directors and the approval of the management contract at the same meeting. 


6.52 If the requirement for approval of management contracts is to attain 
even the comparatively narrow objectives outlined in the preceding 
paragraph, a procedure must be found to provide a meaningful alternative for 
shareholders or unitholders at the time the management contract is submitted to 
them. The difficulties described in the quotation from the Public Policy Report 
in paragraph 6.50 would otherwise be insuperable. We return to this question 
in paragraphs 11.28 to 11.37, where we make proposals to deal with this prob- 
lem. Such proposals should be combined with those concerning voting procedures 
established in accordance with paragraph 6.57 to arrive at the legislative 


scheme for approval of management contracts. 


Peep The objections that can be raised to votes in the second of the three 
categories described in paragraph 6.46, those for the approval of 
actions proposed by management, are not as serious as the objections to votes 
for the approval of the management contract outlined in paragraph 6.50. The 
fact that such votes relate to decisions on specific actions proposed to be 
taken rather than to assessments of management quality on the basis of past 
events makes it less likely that a shareholder or unitholder would withdraw 
through redemption rather than vote against management. No major administrative 
or procedural difficulties would be involved in their application, Finally, we 
think that votes of this type could be of significant value in dealing with 


specific types of problems whenever they arise. 


6.54 It is also relevant that votes for the approval of actions proposed by 
management are fully consistent with the philosophy that the mutual 
fund is the method whereby the management company sells its investment advice. 
A change in the terms upon which the investment advice is provided should be 
approved by those affected. They entrust their money for management on a 
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specified basis, and should be given an opportunity to reconsider when the terms 
are changed. It might be said that their only option in the event of disapproval 
of a proposed amendment should be to withdraw from the mutual fund. We have con- 
sidered this approach, and have decided against it. In our view, the organizers 
of a mutual fund assume certain continuing responsibilities through the accep- 
tance of money for investment on a long-term basis. To permit arbitrary changes 
in the arrangements made at the outset, with no option for the investors but to 
withdraw, would be inconsistent with such responsibilities. We are fortified in 
this conclusion by the factor referred to in paragraph 6.28, that some investors 
might be reluctant to withdraw since they would thereby lose their sales charges. 
However, we regard the conclusion as appropriate even in the context of mutual 


funds the shares or units of which are sold without sales charges. 


G.a0 We have concluded that votes of shareholders or unitholders should be 
required for the approval of certain types of actions that may be pro- 
posed by management. The actions for which we think this treatment should be. 
provided are somewhat different from the types of actions usually so treated 
under corporate law, because of the differences in the mode of operation of 
mutual funds. Only a few types of actions should, we feel, fall within this 
category. They are merely listed here, and are discussed in detail in the in- 
dicated paragraphs elsewhere in this report. The following actions are in- 
cluded: material amendments to the management or distribution contract (para- 
graphs 11.11 to 11.14), or to the statement of investment objectives and prac- 
tices (paragraphs 12.95 to 12.99); transfer of the management contract (para- 
graphs 11.16 to 11.27); and where required by the appropriate administrator, the 
dismissal of the mutual fund auditor (paragraph 6.87), and amendments to the 
agreement for custody of assets of the mutual fund (paragraphs 8.05 to 8.24). 
Each type of action should be prohibited unless the approval, in writing or at a 
meeting, of the holders of a specified percentage of outstanding shares or units 
as at certain record date is obtained. Implementation of this requirement 
would provide shareholders or unitholders with significant protection against 


material changes in the method of operation of the mutual fund. 
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6.56 We have considered whether facility should be provided for the third 
category of votes, described in paragraph 6.47, being votes on share- 
holder-initiated actions. In our opinion, adequate protection against major 

adverse actions by management would be provided by the voting rights proposed 
earlier in this section, and little would be added to the quality of available 
protection by permitting votes to be initiated by shareholders or unitholders. 
We have therefore concluded that provision for holders of shares or units to 

call for votes on specified matters without prior action by management are un- 


necessary. 


o.0% To implement the conclusions reached concerning votes for the election 
and approval of management and votes for the approval of actions pro- 
posed by management, it will be necessary for the relevant legislation to in- 
clude procedural requirements for voting. We have considered whether to re- 
commend a complete code of procedure for that purpose. The legislation pre- 
sently applicable to incorporated mutual funds includes such provisions, which 
do not differ in principle among the. Canadian jurisdictions. Additional pro- 
visions will be necessary for application to unincorporated mutual funds, and 
it seems desirable for them to be uniform with the corresponding requirements 
of corporations acts. We have concluded that it is unnecessary to propose a 
detailed scheme for application to mutual funds. The relevant sections of cor- 
porations acts in each jurisdiction should apply to incorporated mutual funds, 
and similar provisions should be enacted for application to unincorporated 
mutual funds. In all cases, the requisite percentage to be obtained should be 
a simple majority of those shares or units voted at a meeting, or of those 
outstanding if the vote is taken by mail. The recommendations in Chapter V 
would make it irrelevant whether the majority was expressed to be by number or 


dollar value of shares or units. 


6.58 The only exceptions to the approach proposed in the preceding paragraph 
are the specific suggestions made in paragraphs 11.32 to 11.37 which 
are designed to ensure that it is possible for an alternative management con- 


tract to be presented to the meeting called to approve a management contract. 


aby al 


We have concluded that provisions of the type there described are not essential 


for votes for other purposes; such votes should be regarded as requests by the 


management company made to the holders of shares or units for their consent to a 


change in the terms of management. 
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ds) 


2) 


3) 


4) 


For the reasons set out in this section we recommend: 


that the management contract of a mutual fund should be submitted to 
the holders of its shares or units for their approval at intervals of 


not more than two years, 


that none of the following actions should be permitted without prior 
approval of the holders of shares or units of the mutual fund con- 


cerned: 


(a) material amendments to the management or distribution con- 
tract [paragraph 11.15, recommendation (7)] or to the state- 
ment of investment objectives and practices [paragraph 
12.100, recommendation (4) ; and 

(b) where required by the appropriate administrator, 

(A) the dismissal of the mutual fund auditor | paragraph 6. 88,. 
recommendation (13) | ; and 
(B) amendments to the agreement for custody of assets of the 


mutyal fund [paragraph 8.24, recommendation (10) | : 


that legislation which implements these recommendations should specify 
the voting procedures to be followed, which should be substantially the 
same for incorporated and for unincorporated mutual funds; the re- 
quisite approval should be by a simple majority of shares or units 
voted, if the vote is taken at a meeting, or of shares or units out- 


standing if the vote is taken by mail; and 


that the additional provisions recommended in paragraph 11.38 should 


be applicable to votes of the type contemplated by recommendation (1). 


itsh, 


Independent Trustees with Supervisory Powers 


6.60 In paragraphs 6.31 to 6.44 we consider the use of independent direc- 
tors, who are relied upon in the United States to act as surrogates on 
the part of mutual fund investors. The regulations applicable in Great Britain 
to unit trusts, the equivalent of mutual funds, rely on a trustee for that pur- 
pose. The responsibilities of this trustee go beyond those of a custodian, for 
a custodian is ordinarily responsible only to confirm that the organization for 
which it acts actually possesses the assets it claims to own; the trustee of a 
unit trust must not only do this but must also review investments made by the 
unit trust to ensure that they meet certain standards. The differences between 
the two are indicated, and the responsibilities held by the trustee of a unit 


trust are summarized, in the following quotation from an English text: 


The Investment Company Act, 1940, required investment companies 

to provide security arrangements for the underlying securities of 
their portfolios satisfactory to the S.E.C., or to deposit such 
securities with a trustee approved by the S.E.C. The sole func- 
tion of such trustees is that of custodian. Trustees of British 
unit trusts have many other duties to perform; in general they 
are watchdogs of the interests of the unit holders, and make sure 
that the provisions of the trust deed and the provisions of the 
Prevention of Frauds (Investment) Act, 1958, as implemented by 
the Board of Trade regulations, are not violated. Depending upon 
the provisions of the trust deed, the main duties of trustees are: 
to buy and sell underlying securities on instruction from the 
management, but to veto investments if not permitted by the deed, 
or if they consider them not to be in the best interests of the 
unit holders; to see that distributions are not inflated by 
underlying securities always being bought cum dividend and sold 
ex dividend; to receive the income of the fund and distribute it 
to the unit holders; to maintain and keep up to date a register 
of unit holders; to see that no certificate of units is issued 
before they are possessed of equivalent asset value; to take 
steps to remove management from office on good cause; and to be 
satisfied with sales promotion literature before it is used. All 
these duties are not necessarily assumed by all trustees, and 
trustees probably try to keep their responsibilities down to a 
minimum. The trustees in Britain are mostly high quality banks, 
especially the Big Five, and high class insurance companies. They 
receive fees for their services which are normally paid out of the 
gross remuneration of managements.* 


While trustees may try to keep their responsibilities down to a minimum, they 
are unlikely to be successful. Public solicitations for the sale of units. Ina 


unit trust are not permitted until its trust deed has been accepted by the Board 


of Trade. The Board will not accept a trust deed unless it is satisfied with 


* Corner, D.C. and H. Burton, Investment and Unit Trusts in Britain and 
America, (Elek Books, 1968), p.12. 
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the trustee; it also reviews the trust deed to ensure that the appropriate 


responsibilities are conferred on the trustee. 


6.61 It is of interest that reliance on agtrustee as described in thesabove 
quotation, unlike the use of independent directors, is fully consisten# 
with the philosophy that the mutual fund is the method whereby the management 
company sells its investment advice, It is also important to note that the in- 
corporation into the regulatory structure of requirements such as described 
in the quotation would be a decision with implications at least as far-reaching 
as reliance on independent directors. It would go far beyond the narrow ques- 
tion of custody of “assets, dealt’ with in° the next chapter, ire success ii 
implemented, the use of independent trustees would resolve the principal prob- 
lems inherent in the separation of management from ownership in the context of 


mutual funds. 


6.62 We were attracted for a number of reasons by the use of independent 
trustees to scrutinize the operations of mutual funds. It would pro- 
vide a self-enforcing method to deal with a number of aspects of mutual fund 
operations which could cause problems in exceptional cases but are perfectly 
routine matters in the great bulk of well-administered mutual funds. The re- 
striction on flexibility of industry operations would be.minimal, since the 
trustee could be given discretionary powers and would have adequate resources 
to maintain a continuing review of developments. The nature of the responsi- 
bilities that could be entrusted to the trustee would be different from those 
which could feasibly be applied by a governmental regulatory body, since the 
latter is bound by procedural requirements not applicable to a trustee. Fi- 
nally, should governmental administration of the regulations we propose be 
carried out on a provincial basis, some of the resultant problems of divided 
jurisdiction could be avoided through a requirement that the trustee used by a 
mutual fund be one qualified to do business in each province in which the mutual 


fund is itself registered. 


6.63 A detailed explanation of the form of organization of the unit trust is 
not necessary for present purposes, but it is important to note in 


connection with the feasibility of adoption in Canada of reliance on independent 
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trustees that the unit trust is a trust rather than a company. In para- 

graph 1.57 we briefly outline the form of organization of trusteed mutual funds 
in Canada. As there noted, it is necessary to distinguish the mutual fund or- 
ganized by agreement of trust entered into by a management company with a trust 
company as trustee, from the investment fund organized by a trust company 
through a declaration of trust. The unit trust is organized in the former 
rather than the latter fashion, although the organizational details and parti- 
cularly the responsibility assumed by the trustee are very different from 
present Canadian practice. The regulatory assignment of responsibility to 
trustees in Great Britain was a natural development given the fact that all unit 
trusts were associated with a trustee by reason of their form of organization. 
In Canada this is not true of incorporated mutual funds, and is not true in the 
same way of investment funds organized by trust companies since the only trus- 
tee with which such investment funds are associated is the organizing trust 
company. To require the use of independent trustees in Canada would therefore 
necessitate considerable changes in the methods of operation of all incorpor- 
ated mutual funds, all trust company investment funds, and some other trusteed 


mutual funds. 


6.64 In spite of the advantages to be gained through adoption of the pro- 
cedure followed in Great Britain, we have concluded that its adoption 
in Canada would not be feasible. This conclusion is attributable to several 
factors, of which ‘the first is that of cost. The initial costs in particular 
would be substantial for those mutual funds required to make the changes in 
their methods of operation described in the preceding paragraph. The substan- 
tial increase in the extent of the obligations of trustees would result in a 
commensurate increase in their costs and the fees they would charge for their 
services. The increased costs would inevitably be paid, directly or indirectly, 


by mutual fund participants. 


6.65 The second difficulty lies in the determination of what organizations 
would be permitted to assume the responsibility of trustees under the 
proposed procedure. The permitted category would presumably be limited to trust 


companies, but there is a proliferation of trust companies in Canada of all 
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sizes and degrees of competence. It is clear to us that the selection of a 
trustee would have to be approved by the appropriate administrator, not only to 
ensure its competence but to verify that it was in fact in an arm's length re- 
lationship with the mutual fund and the management company. Such decisions 
would be of considerable difficulty, and tosthe extentgthatire liancegiseplaced 
on the trustee in the regulatory structure the participants in the mutual fund 


might suffer as a result of use:of an inappropriate trustee, 


6.66 Another problem with the proposed procedure lies in the competitive 
anomalies that would result from its introduction. The most obvious 
example, but far from the only one, is that decisions concerning a trust com- 
pany investment fund would be scrutinized by a trust company other than the one 
responsible for its organization. Other competitive problems would arise in 
large numbers, because trust companies act in a multitude of capacities that 
require them to trade in securities; to confer upon one organization whiches. 
actively engaged in trading the responsibility to supervise the transactions of 
another organization similarly engaged would inevitably lead to unsatisfactory 
results. This is particularly true in view of thestact thatetneres:ssiosntes 
torical tradition for the assumption of this type of responsibility by Canadian 


trust companies. 


Onn Finally, we are troubled in this context as with independent directors 
by the point of principle described in paragraph 6.43. Independent 

trustees, like independent directors, would be persons without a direct stake 

in the success of the enterprise who would be expected to pass on the business 

judgment of the management company. We hesitate to recommend a requirement with 

such a result. For this and the other reasons set out above, we have concluded 

against a recommendation in favour of Canadian adoption of a requirement similar 


COmthat described ine themquotat iongin sparacvapimono UF 


6.68 For the reasons set out in this section, we have concluded that there 
should be no statutory requirement in Canada for an independent trustee 
with supervisory powers to be associated with each mutual fund; this conclusion 


does not relate to the question of custody of assets, considered in Chapter VIII 
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The Auditor 
6.69 In paragraphs 6.31 to 6.44 we consider and reject the use of indepen- 
dent directors, and in paragraphs 6.60 to 6.68 we consider and reject 
the use of an independent trustee, to act as surrogates on behalf of mutual fund 
investors. While the mutual fund auditor cannot assume the scope of responsi- 
bility that could be exercised by a director or trustee, his role can be of 
great importance. In this section we discuss the extent to which reliance can 
appropriately be placed on him to provide continuing scrutiny in the absence of 
an effective surrogate for that purpose. We are here concerned only with the 
selection of the auditor and his duty to report to shareholders and unitholders. 
In Chapter VIII, particularly paragraphs 8.68 to 8.76, we conclude that the 
auditor should be given responsibilities in connection with the continuing in- 


spection programme of administrators. 


6.70 The position of the auditor as the only "outsider" who is in a position 
to conduct a complete review of the records, accounts and procedures 
of the mutual fund and of related records of the management and distribution 
companies makes it inevitable that he should be relied on as an essential ele- 
ment of the regulatory structure. There are, however, two important limitations 
on the extent to which he can provide continuing scrutiny of operations. The 
first is inherent in the nature of his duties. His responsibility is to verify 
the financial position of the mutual fund at regular intervals, usually annual, 
and to provide other reports on specified matters at certain times. This means 
that it would not be feasible to expect him to review each transaction as it 
occurs. It also means that he cannot be expected to undertake such continuing 


responsibilities as those of custodian. 


G71 The second limitation on the responsibilities that can be entrusted to 
the auditor flows from the traditional concept of his function. 
Auditors are not ordinarily expected to make business judgments. As indicated 
in paragraphs 6.84 to 6.86, we think there are some cases where auditors can 
make a contribution through their comments on management's decisions, but we 
recognize that the circumstances in which an auditor would make such comments 


are comparatively rare. As a result, it would be a novel extension of an 
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auditor's responsibilities to require that he make decisions similar to those 
entrusted to independent trustees in Great Britain or to independent directors 
in the United States. Unlike independent directors or independent trustees, 
the auditor does not "second guess" management decisions; he only reports on 


them. 


One In spite of the importance of the two limitations described in the 
preceding two paragraphs, there is still very considerable scope for 
the allocation of responsibilities to the auditor. We have been assisted great- 
ly in our consideration of the legislative provisions that would be appropriate 
to make the most effective use of auditors by the Report of the Special Commit- 
tee on Shareholders' Audits of the Canadian Institute of Chartered Accountants 
(referred to for convenience in this section as the "C.I.C.A. Audit Report").* 
We are in substantial agreement with its recommendations insofar as they are 
applicable to mutual funds. However, the form of organization of mutual funds 
is sufficiently different from that of most public companies that changes are 
necessary to adapt the recommendations in the C.I.C.A. Audit Report to mutual 
funds. The conclusions we have reached draw heavily on that report; most of 


them are explained in more detail therein. 


O79 The first question to be resolved with reference to auditors is their 
method of appointment. At present, the auditors of an incorporated 
mutual fund are appointed in accordance with the provisions of the applicable 
corporations act, and those of a trusteed mutual fund in accordance with the 
procedure specified in the agreement or declaration of trust under which the 
mutual fund is organized. In each case, this almost invariably means that as a 
practical matter selection of the auditor is in the hands of the management com- 
pany. We do not suggest any statutory change in the existing arrangements. Not 
only have we been unable to devise a feasible alternative method for the 
appointment of auditors but we believe that the management company would usually 


be in a position to make a well-informed and good selection. 


* The C.1I.C.A. Audit Report was published in Canadian Chartered Accountant, 
November, 1968. 
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6.74 While we suggest no change in the procedures whereby auditors are 

appointed, we think it crucial that they be appointed in all cases. We 
agree on this with the C.I.C.A. Audit Report, and further agree with that Report 
that section 122(7) of the Canada Corporations Act provides a feasible precedent 
for the resolution of any case in which no auditor is appointed. We have con- 
cluded that the appropriate administrator should have authority to appoint an 
auditor in any such case on his own initiative or on application by any share- 
holder or unitholder. If the relevant legislation is administered provincially, 
we assume that the administrators will act together in order to avoid any 


possibility that a mutual fund might have more than one auditor. 


ati While we make no suggestions for changes in the procedures on appoint- 
ment of auditors, we have concluded that restrictions should be im- 

posed as to who may be appointed. We agree with the following extract from the 

C.I.C.A. Audit Report on the important question of independence of the auditor: 
Of greatest importance in the conduct of a shareholders' audit is 
the auditor's independence. Independence has been defined as a 
state of mind and as such it cannot be positively assured either 
through legislation or by the application of rules of professional 
conduct. Its presence and its appearance can, however, be 
strengthened by setting out rules for auditors to abide by. 

Our specific suggestions as to the statutory requirement for an auditor's in- 

dependence differ from the recommendations made in the C.I.C.A. Audit Report 

because of the form of organization of the mutual fund and because we feel that 


certain factors should be taken into account that are not reflected in the 


C.1.C.A. recommendations. 


6.76 We have concluded that the independence requirement applicable to a 

mutual fund auditor should be so tailored as to take cognizance of the 
relationship between mutual fund, management company and distribution company. 
We would not think it prejudicial to the independence of a mutual fund auditor 
for him to’ hold shares or units of the mutual fund; we would think it prejudi- 
cial for him to hold shares or units of the management company or the distri- 
bution company. On the other hand, we regard it as equally prejudicial for the 
auditor to be an officer, director or employee of the mutual fund, the manage- 
ment company or the distribution company. 
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6 al, There is another possibility which should be taken into account in re- 
quirements concerning the independence of auditors and which is not 
specifically reflected by the recommendations made in the C.I.C.A. Audit Report. 
This is that there might be a relationship between the auditor and the mutual 
fund or those associated with it that, takes the form of a position,as officer, 
director or employee rather than as shareholder. On the latter point, our 
Suggestion. 1s similar. to; the relevanteportion Of sSccrlons oye O em r ate 
Business Corporations Act being circulated for comment in Ontario.* In ad- 
dition, our specific proposals give greater recognition, torthe factethatomosr 
auditors practice as members of firms. The test for independence upon which we 
have decided is set out as recommendation (3) in paragraph 6.88; we have con- 
cluded that appointment or continuance as an auditor of a person or firm who 
or which does not satisfy the suggested test of independence should be pro- 


nibited. 


enh) We recognize the possibility noted in the €.1.C.A. Audit Reporesthac 
the test of independence could be violated without voluntary action on 
the-part ofthe auditor or anybody associated withsthe suditor, tor example 
through inheritance of shares. To allow for such instances, we have concluded 
that in cases where the relationship does not arise solely as a result of an 
action taken by the auditor or a person or company considered together with the 
auditor in the determination of independence, a period of six months should be 
allowed to satisfy the statutory test. We also agree with the transitional 
provision in the draft Business Corporations Act (Ontario), (subsection 157(4)) 
which deals with cases where an auditor or a person associated with the auditor 
owns shares at the time the legislation becomes effective that would disqualify 
the auditor from acting as such. In such cases, two years would be allowed for 
* Subsection, b,of Section, 157, of that, draft Act (Bil 17.1255 25 heLeg Ss latuees 
Ontario) deals with the auditor's position as officer, director or employee. 
It reads as follows: 
No person shall be appointed or act as auditor of a corporation 
who is a director, officer or employee of the corporation or of an 
affiliate of the corporation or who is a partner, employer or em- 
ployee of any such director, officer or employee or who is a re- 
lated person to any director or officer, of. the corporation,o~ of 


an affiliate of the corporation. 


"Affiliate" as used in this subsection has the same meaning as in the insider 
trading provisions referred to in paragraph 9.57. 
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disposal of the shares provided that disclosure is made in any reports to share- 


holders or unitholders in the interim. 


a. 79 The C.I.C.A. Audit Report contains recommendations as to the pro- 
fessional qualifications of auditors. We do not consider that it falls 
within our purview to determine the appropriate professional qualifications of 
auditors, and therefore make no recommendations on this question. We do think 
there should be facility for the dismissal of an auditor who is found not to 
possess the requisite professional ability. In addition, we have concluded that 
allowance should be made for situations in which the auditor is not genuinely 
independent of the mutual fund, management company or distribution company al- 
though the statutory test of independence is satisfied. We have therefore 
concluded that the appropriate administrator should have power, after notice 
and hearing, to declare that a person or firm is not properly qualified to act 
as auditor for a particular mutual fund, or for any mutual fund; or to declare 
that a person or firm is not independent of a particular mutual fund and there- 


fore may not act as auditor on its behalf. 


6.80 The prime responsibility of a mutual fund auditor should, we feel, be 

tovits shareholders or“unitholders.” This a1s*of*even (greater importance 
in the context of mutual funds than of commercial companies. We have concluded 
that this responsibility is appropriately recognized by a requirement that 
auditors' reports be addressed to the shareholders or unitholders, as well as to 
the directors or other appropriate authority. This will serve to emphasize the 
fact that in his review of the mutual fund accounts the auditor acts as a 


surrogate on behalf of the shareholders or unitholders. 


cea We have considered whether the auditor should be required to review and 
to report on financial statements sent to shareholders or unitholders 
other than those included in the annual report and the prospectus. Cost con- 
siderations have led us to decide against such a recommendation, for the expense 
involved in a requirement that auditors review and report on the financial 
statements in interim reports would be very considerable. We have therefore 
concluded that the only financial statements of the mutual fund sent to share- 
holders or unitholders with respect to which the auditor should be required to 
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report are those included in the annual report and prospectus; we conclude in 
Chapter XV that the financial statements in the two documents should be iden- 


ticles 


6.82 We are in almost complete agreement with the portions of the C.1.C.A. 
Audit Report which consider the content of the auditors' report and the 

procedures to be followed in its preparation. The reasons for the recommen- 

dations are readily apparent, and a discussion is contained in that Report. 

We therefore here only summarize the relevant recommendations, and adopt them as 

our own. The relevant legislation (or, preferably, regulations thereunder in 

order to facilitate amendments) should require that the auditor state whether 

in his opinion*the,financial statements covered »by the reportypresent Sairdy 

the financial position of the mutual fund and the results of its operations and 

the changes in its net assets for the period under review in accordance with 

generally accepted accounting principles applied on a basis consistent with that 

of the preceding year. The auditor should be required to make such an exami- 


nation as will enable him to express this opinion. 


6.83 The relevant legislation or regulations should specify the applicable 
alternatives if the auditor is unable to make.a report to theieffect 
suggested in the preceding paragraph. The C.1.C.A. Audit Report discussesathis 
question, and we again concur with its conclusion. Three situations are dis- 
tinguished: (a) where the auditor is unable to form an opinion as to the £fi- 
nancial statements; (b) where he forms the opinion that the financial state- 
ments do not fairly present the required information (an adverse opinion); and 
(c) where he forms an opinion in accordance with the reauired terminology of 
the report, but subject to certain qualifications. Only in situation, (4a)¢saqeu 
the auditor be permitted to deny an opinion, and in that situation he should 
state his reasons’ for the denial. In situations’ (b) and “(c)> an opinion @snames 
always be presented, with appropriate qualifications and restrictions. Where 
practicable, opinions in situations (b) and (c) should include an’ indicatitonm. 
the effect on the finaneial statements of the qualizications and testiacutums 
made. <A "piecemeal" cpinion, referring only to certain portions of the finan- 


cial statements’, is*appropriate only in situations (a )jmand 1 o)-e stnese 
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requirements will be sufficient to cause auditors to conduct a complete review 


of the affairs of the mutual fund, particularly where problems appear to be 


present. 

6.84 There are many aspects of mutual fund procedures that could affect 
shareholders or unitholders but which are not reflected in the finan- 

cial statements and hence are not dealt with by the auditor's report. It is 


reasonable to expect an auditor to be familiar with mutual fund procedures, 

and with applicable legislation. In the course of his review, he might en- 
counter evidence of situations that he regards as improper but which do not 
perfect his report. The C.1,C.A. Audit Report comments on this type of situation 
as follows: 


Improper acts, which are not illegal, might be considered in- 
efficient, commercially unwise or imprudent, in the light of the 
standards developed by the auditor's professional training and 
experience. It seems clear that the auditor, when employed to 
perform a statutory audit, has no legal obligation to concern 
himself with such improper acts except to the extent that their 
effects may require disclosure in the financial statements. Cu- 
mulative results*of "such improper acts will be ‘reflected in “the 
company's profits, or lack of them, and it is on this evidence 
that the readers will form their judgment. 


The Committee considered whether or not it would be appropriate to 
suggest that a statutory duty be laid upon auditors to report 
either illegal or improper actions to a government authority. 
It came to the conclusion that in such matters the auditor's 
position is a particularly delicate one. While maintaining in- 
dependence it is important that he be assured the confidence of 
company Cfricials, lt to his present duties is added that of in- 
former, his position would be made much more difficult since com- 
pany officers and employees would tend to withhold information 
instead of volunteering it. This would be particularly true when 
there was any possibility that the information might result in 
a report being made under such a statutory informing provision. 
For the reasons indicated by the quotation, the Report recommends against 
adoption of a requirement akin to section 156(2)(c) of the Companies Act 
(Saskatchewan) which requires that the auditor report whether in his opinion all 
the transactions of the company that have come to his notice have been within 


the objects and powers of the company. 


0.6.9 We do not find the arguments contained in the quotation from the 
C.I.C.A., Audit Report set out in the preceding paragraph to be con- 

vincing with respect to mutual funds. While the auditor cannot be expected to 

arrive at legal opinions or to review all aspects of mutual fund operations to 
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express an opinion that legal requirements are being complied with, we think 

it possible that in the course of his required review situations or practices 
will come to his attention which he considers to constitute evidence of vio- 
lations of law or of otherwise improper practices. As the only “outsider” fo 
make such a review, we think it important that the auditor's comments on such 
matters be reported to the appropriate authority. We have considered whether 
the report on these matters should be required to be included in the auditor's 
report on the financial statements, and have decided not to recommend a general 
requirement to this effect. We have concluded that references to such matters 
should be included in the report on the financial statements only when they may 
materially affect the financial information included therein or when the auditor 
regards the situation as sufficiently serious that he should report it Co shares 
holders.or unitholders. . No, particular provision susenecessary slovacases 10uie 
former category; the legislation or regulations should specifically provide for 
the latter category, through a statement that the auditor may, but need not, 
include references in his report to matters that he regards as evidence of 
illegal or otherwise improper practices although they do not materially affect 


the financial statements reported on. 


6.86 The provision that the auditor may include references, to evidence oF 

improprieties in his report should be supplemented by an obligation on 
the. aucitor to make a report directly .to tthe appropriate administrator (concer. 
ning any matter which has come to his notice that he thinks does or may con- 
stitute evidence of a violation of law. He should be permitted, although not 
required, to include in that report a reference to any matter that he believes 
may constitute evidence of an impropriety, although not an illegality. A copy 
of the report would ordinarily be provided as a matter of business practice to 
the management company and to the board of directors (if any) of the mutual] 


fund; a requirement to that effect is unnecessary. 


6.87 The nature of our conclusions expressed above is such as to place on 
the auditor great responsibility in the preparation of -hissreport.ema. 
is essential, in our opinion, that management not be able readily to dismiss the 


appointed auditor, for this could be detrimental to his independence and might 
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prevent important information from being published. On the other hand, it is 
important that it be possible to dismiss the auditors Sinefficiéney or un 
reasonably high fees are only two good reasons. We have conciuded that this 
problem can be resolved through the adaptation of another recommendation con- 
Fained in the  C:1-.GvA, Audit Report. = Thesboard of directors or other body 
which appoints the auditor should also have power to dismiss and replace him 
without penalty, but the relevant legislation should specify that prior to the 
dismissal the auditor shall be given not less than fourteen days' notice within 
which to prepare, if he sees fit, a letter for distribution to the appropriate 
administrator and to all shareholders or unitholders. The appropriate adminis- 
trator could then, in his discretion, order that the auditor be retained in 
office unless approval cf his dismissal was obtained from the holders of out- 
standing shares or units, in accordance with the procedure contemplated by para- 
graph 6.57. This arrangement would, we believe, adequately reconcile the 
ability to dismiss auditors with review by interested administrators and share- 


holders or unitholders. 


6.88 For the reasons set out in this section, we recommend: 


(1) that, subject to the following recommendations, there should be no 
change required by statute in the existing requirements and procedures 


for the election or appointment of mutual fund auditors; 


(2) that the appropriate administrator should have authority on application 
by a shareholder or unitholder or on his own initiative, to appoint an 
auditor for any mutual fund with respect to which there is no auly 


qualified auditor currently in office; 


(3) that, subject to the following, no person or firm should be appointed 
or continued in office as auditor of a mutual fund if and so long as 
any of the following relationships exist; throughout, the term 
"associate" has the meaning described in paragraph 9.32, recommendation 
(2), and should not have the extended meaning under paragraph 
12.74, recommendation (3)(b), which is designed only to deal with 


relationships between mutual funds and their portfolio companies: 
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(4) 


(5) 


(a) a partner or professional employee of the person or firm, orga 
person or company associated with any of them, owns securities 
issued by the management company or the distribution company of 
the mutual fund, or by any company associated with the management 
or the distribution company, other than the mutual fund itself; or 

(b) i gay partner .or*professional yemployeehoferheyperson -ovatirm- souse 
person or company associated with any of them, is a director, 
officer, or employee of the management company, or the distri- 
bution company of the mutual fund, or of the mutual fund, or is a 
person or company associated with the management company, the dis- 
tribution company or the mutual fund. 

When either of the defined relationships occurs, except as a result of 

a deliberate act by the auditor or a person or company considered to- 

gether with the auditor in the defined relationships, the recommended 

prohibition should not become operative unless the relationship con- 
tinues to exist six months later; and if the relationship in clause 

(a) exists when the legislation becomes effective, the prohibition 

should not become operative for two years, but full disclosure should 

be included in all reports made by the auditor on financial statements 


of the mutual fund during the two years; 


that the appropriate administrator should have power, after notice and 

heariney*tosdecilaresthateanpersonsor ttinn 

(a) sis not qualified to dct jascauditorsonpbehal faoftay particular 
mutual fund or, alternatively, on behalf of any mutual fund, or 

(b) notwithstanding that the test of independence set out in recom- 
mendation (3) is satisfied, is not independent of a particular 
mutual fund or its management company or distribution company and 


is therefore not qualified, to act as auditor of such mutudleruns 


that an auditor's report should accompany the financial statements of 
the mutual fund that are included in the annual report and the pros- 
pectus, and that such report should be addressed to the shareholders 


or unitholders as well as to the board of directors or other 


appropriate authority; 
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(6) 


(7) 


(8) 


(9) 


(10) 


(11) 


that, subject to the following recommendations, the auditor's report 
referred to in recommendation (5) should state whether in his opinion 
the financial statements covered by the report present fairly the fi- 
nancial position of the mutual fund and the results of its operations 
and the changes in its net assets for the period under review in ac- 
cordance with generally accepted accounting principles applied on a 


basis consistent with that of the preceding year, 


that the auditor should be required to make such an examination as will 


enable him to express the opinion referred to in recommendation (6); 


that it should be permissible to omit the opinion referred to in 
recommendation (6) if the auditor cannot form an opinion on the finan- 
cial statements, but in such event, the auditor should state the rea- 


sons why he is unable to form an opinion; 


that if the auditor determines either 

(a) that the financial statements do not present fairly the financial 
position of the mutual fund or otherwise satisfy the Criteria. ot 
the form of opinion set out in recommendation CON. or 

(b) that he can express an opinion in the form set out in recommen- 
dation (1) but with certain qualifications, 

then he should express an opinion with such restrictions and qualifica- 

tions as he feels appropriate; where practicable, he shouldindicate the 


effect on the financial statements of the restrictions and qualifications, 


that a "piecemeal" opinion should be rendered only in cases contem- 


plated by recommendation (8) or recommendation (9), clause (a); 


that the auditor should be permitted, but not required, to include in 
the report referred to in recommendation (5) a reference to any matters 
which have come to his notice that, in his opinion, constitute evidence 
of violations of law or are otherwise improper, although they do not 


materially affect the financial statements; 


187 


(12) that the auditor should be required to report to the appropriate admin- 
istrator «any? matters’ whichscome? tos hisenoticemthaty ein histopinaoen, 
do or might constitute evidence of violations of law, and should be 
permitted so to report any evidence of matters that he regards as im- 


proper; and 


(13) that the board of directors or other body which appoints the auditor 
should also have the power to dismiss and replace him without penalty, 
but should first give him at least fourteen days' notice during which 
he may prepare a letter that should forthwith be distributed to the 
appropriate administrator and to shareholders or unitholders; after 
receipt of that letter, the appropriate administrator could require 
that the auditor be retained in office unless the consent to the dise 
missal of the holders of outstanding shares or units was obtained in 
accordance with the procedure referred to in paragraph 6.59, recommen- 
datayO li oo) 


Internalization of the Management 
and Sales Functions 


6.89 The comment is sometimes made that many of the problems of the mutual 
fund industry are attributable to the separation from the mutual fund 
of the management and sales functions, and could be resolved if they were per- 
formed by the mutual fund: itself through its employees. The need for scrucim 
of management is only one of the problems that, it is said, would be resolved by 
compulsory internalization of the management and sales functions, but it is 
convenient to discuss the proposed solution here. It should be emphasized that 
the question is whether these functions should be required to be internalized; 
we have taken cognizance in the formulation of all our recommendations of the 
desirability that the formation of internalized mutual funds not be impeded. 
The only significant restriction we recommend on such a mutual fund is that, for 
reasons indicated in paragraph 13.23, it should not be permitted to pay the 


costs involved in the distribution of its*shares or units. 


6.90 It is of importance that management and distribution companies are not 
ordinarily conducted as separate operations from the mutual fund; all 


are part of the same organization. The separation of functions is not designed 
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to insulate the management and distribution companies from the mutual fund. 
Rather, as explained in paragraphs 1.04 to 1.08, it permits the organizers to 
obtain an entrepreneurial reward from their efforts. If the instrument issued 
by a mutual fund were a debt instrument Carry in geaetixedsratesct petunn,e athe 
management and distribution functions would probably be internalized as they are 
in financial institutions which issue that type of instrument. For this reason, 
we doubt that internalized mutual funds will ever become a significant develop- 


ment without governmental compulsion. 


Dis) O:1 For the same reason, we doubt that compulsory internalization would 
attain beneficial results, and we even more strongly doubt that any 
beneficial results attained would be of sufficient value to justify the con- 
fusion and problems that would be attendant on application of the requirement. 
The organizers of a mutual fund are just as intimately involved with it as they 
would be if it carried on its own management and sales activities, and the 
separation of ownership from management would be equally pronounced in the 
latter case. We can see no logical reason to assume that the need for conti- 
nuing scrutiny of management would be any less or any greater if these functions 
were internalized. A salaried employee who is not subjected to continuing 
scrutiny is at least as susceptible to conflicts of interests as an outside 
organization compensated on a fee basis and not subjected to continuing scru- 
tiny. It is the separation of ownership from management which causes any prob- 


lems that exist, not the segregation of functions. 


O.92 As indicated above, other arguments than that relating to scrutiny of 
management are advanced to support compulsory internalization of the 
management and sales functions. Perhaps the most important such argument re- 
lates to costs. The claim that costs would be reduced by internalization rests 
on the assumption that persons compensated by salary Will, probably receive, less 
than they would if compensated on a fee basis. This argument seems to us to 
relate principally to management fees paid by the mutual fund rather than to 
sales charges paid by the purchaser of shares or units in the mutual fund, for 
we can see no reason why internalization of functions should have any effect on 


sales charges. Thus confined, the argument may have some merit with the larger 
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mutual funds; we do not think it necessary to reach a conclusion on this point, 
for we believe that implementation of our recommendations on management fees in 
Chapter X would prevent serious abuses from arising in the area of management 
fees charged by the larger mutual funds. With smaller mutual funds, we do not 
agree that internalization of functions would result in reduction of management 
costs. Very few small mutual funds could afford to hire sophisticated persons 
on a full-time basis; many of their management companies presently do not make 
a profit on this work, and provide the service An the hope thatitnerenwiliaoec 

a long-term growth in assets of the mutual fund with a commensurate increase in 


the amount of the management fee. 


6.95 In paragraphs 1.11 to 1.16 we make reference to mutual funds as part 
of Canadian financial complexes. The importance of such complexes has 
increased markedly in recent years, and those who take a serious view of this 
question might favour compulsory internalization on the theory that a mutual 
fund which handled its own investment management and distributed its shares or 
units to the public ‘on its own behalf would be less) likely tol form part of @ 
financial’ complex.’ We do’ not feel that 16 lies? withinethevscope ofioum mes— 
ponsibility to recommend restrictions on mutual funds solely in order to prevent 
them from forming part of financial complexes. Quite apart from this, even if 
we did agree that recommendations dictated by these factors fell within our 
purview we doubt that compulsory internalization of functions would be a desir- 
able or even a feasible method of dealing with the relationships between mutual 


funds and financial complexes. 


6.94 We state above our belief that confusion and problems would be atten- 
dant on the introduction of a compulsory internalization policy, 
to the point that they would outweigh the benefit of any favourable results 
obtained. Only a few examples need be cited to establish this. Many management 
companies, particularly those associated with mutual funds whose shares or units 
are sold through direct sales forces, have managenent contracts with several 
mutual funds. Many more regard mutual fund management as a minor aspect of 
their activities, and would not be prepared to merge with the managed mutual 


fund or to cause the persons responsible for advising it to become its 


19:0 


employees. In several cases, particularly with the larger companies, the ma- 
nagement company is a public company with shareholders different from the 
managed mutual fund. It is apparent that compulsory internalization would be 
difficult in all these situations, and might be impossible in some. Yet these 
represent only a few of the many problems which would be encountered in the 


implementation of such an approach. 


95 For the reasons set out in this section, we have concluded that no 
attempt should be made to require compulsory internalization of the 


management and sales functions in the Canadian mutual fund industry. 


geo 


CHAPTER VII 


ADMISSION TO THE INDUSTRY; 
MINIMUM CAPITAL REQUIREMENTS 


Wee Chapter VI is devoted to a consideration of the relationship between 
shareholders or unitholders of a mutual fund and those responsible for 
its management. Particular attention is given to methods by which continuing 
independent scrutiny might be provided over the operations of mutual funds, 
other than by governmental agencies. The purpose of such scrutiny would be to 
guard against risks of the types discussed in paragraphs 6.04 to 6.09. While 
implementation of the recommendations made in Chapter VI would, we believe, con- 
tribute significantly to the quality of investor protection, none of those rec= 
ommendations would provide the continuing scrutiny which we think desirable. It 
is therefore necessary to consider in detail what legislative requirements would 
provide adequate protection against the types of risk that might otherwise be 


dealt with through continuing independent scrutiny of management. 


(PA OP: The discussion in paragraphs 6.04 to 6.09 is premised on our assumption 
that the only risks the mutual fund investor would be prepared, or 

should be expected, to accept are those attributable to investment decisions 
which prove to be mistaken although made in good faith. The other risks discus- 
sed in those paragraphs do not fall within this category, and appropriate proce- 
dures or requirements should be established to reduce or eliminate the degree of 
exposure to these risks. All are attributable either to the possibility of dis= 
honesty or bad faith on the part of persons concerned with the operation of the 
mutual fund, or to the possibility that financial difficulties might be encoun- 
tered for reasons other than dishonesty or bad faith, or mistaken investment 


decisions made in good faith. 


7 203 It is apparent that the exposure to risks of the type described in the 
preceding paragraph could be reduced or eliminated if participation in 
the mutual fund industry were restricted to honest and ethical men ofezocds fa 
nancial standing and ability. No slur on the mutual fund industry is intended 
sn our belief that it would be unreasonable to assume that all its participants 
satisfy that standard, or will do so in the future. i ithis, chapteryywe con— 
sider to what extent requirements should be imposed on entrants to the industry 


in an attempt to approach the standard. 


7.04 No objective criterion has yet been devised which can be relied upon 
invariably to distinguish persons who are completely honest and finan- 
cially stable from those who are not. This does not mean that no effort should 
be made to exclude undesirable persons from the mutual fund industry. Registra- 
tion requirements now in effect are used by securities administrators to exclude 
persons who seem undesirable. A variety of criteria are applied in that deter- 
mination, of which the most important are requirements for specified minimum 
amounts of free capital in the form of equity or subordinated debt, and person- 
al assessments based on character references and similar information. In addi- 
tion, nine of the ten provinces require salesmen to take a training course as a 
precondition to full registration. We can offer no major improvements on these 
techniques, although we propose a number of changes in the details of the rules 


which are applied. 


7m05 Much of the discussion in this chapter concerns minimum capital re- 
quirements. Such requirements serve two pEincipalmobyectives., Farsts 
they ensure that the organizations concerned have some equity capital available 
to act as a cushion in the event of financial difficulties. Perhaps of even 
more importance, they assist to restrict participation in the industry to persons 
who are prepared to make a relatively substantial monetary contribution and 
thereby to show that they feel a long-term commitment. Fly-by-night operators 
are even more dangerous in the securities industry than in most other walks of 
life. Ideally, the amount of free capital required should be such as to satis- 
fy these objectives without unduly restricting admittance to the industry. It 


is apparent that the precise amounts appropriate for these purposes will change 


oS 


with the economy and with industry practices. We therefore attach more impor- 
tance to the reasoning by which dollar figures are arrived at than to the fig- 
ures themselves. In keeping with our responsibilities we make specific propos- 
als for dollar figures, but we hope that these proposals will be implemented by 


regulation rather than legislation and will be kept under constant review. 


1 20C While the minimum capital requirements set out in this chapter are 
relatively precise, our proposals would leave a considerable amount of 
discretion with the administrator in other aspects of the decision as to whether 
to accept applications for registration. Unless and until objective tests can 
be formulated which can be relied upon to determine with precision the honesty 
and. financial stability of an- applicant, we consider) thisatypesof discret iouaes 
be both necessary and desirable. Minimum capital requirements cannot alone be 


sufficient for the effective exclusion of undesirable persons. 


PLOT The fact that registration requirements cannot be relied upon to res- 
trict entrance to the industry to persons who are completely honest 
and financially stable necessitates consideration of other techniques to avoid 
the risks with which we are here concerned. These are discussed in Chapters 
VIII and IX. Chapter VIII considers requirements designed to enforce adherence 
to adequate standards for the custody of assets in the industry. Chapter IX 
deals with the specific and difficult problem of regulations designed to avoid 
unfavourable consequences from conflicts of interest. In the following sections 
of this chapter we first discuss registration requirements and then the minimum 
capital and related provisions which should be applied to various organizations 
as registrants. Registrants who are concerned with the sale of contractual 
plans are separately considered for we have concluded that they should be sub- 
ject to more rigorous requirements. We then consider the registration and 
training of individuals, and finally the consequences which should follow from 


failure to satisfy the various requirements proposed in the chapter. 


Registration Requirements for Organizations 
7.08 One of the principal themes which pervades this report is that the 
mutual fund, its management company and its distribution company should 


be treated as a single organization for regulatory purposes although they are 
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technically separate entities. The reasons for the separation from the mutual 
fund of the management and distribution functions, set out in paragraphs 1.04 to 
1.07, arise from the fact that this arrangement best facilitates the collection 
by mutual fund organizers of their entrepreneurial reward. The adoption Poo 
that purpose of a particular organizational arrangement should not affect the 
nature of the regulatory requirements to which the organization is subject, yet 
it presently does so. Another problem is that, if the shares or units ofa 
mutual fund are being distributed to the public the mutual fund must maintain a 
prospectus on file in each province where the distribution is being carried: on, 
In addition, those engaged in the distribution must be registered with the ap- 
propriate securities administrators. Yet if no distribution is in progress, no 
prospectus filing and no registration requirements are applicable. Even if a 
distribution is in progress, the management company need not register if it is 
a separate entity from the distribution company; at December 31, 1967, this was 
true of 27 of the 84 management companies of mutual funds qualified for’ sale:in 


Canada. 


7609 The filing and registration requirements presently applied under Can- 
adian securities legislation are designed to facilitate controls over 
the sale to the public of securities. In this report, we recommend a number of 
requirements for application to mutual funds which go beyond the procedures 
followed on the sale of their securities. As financial institutions to which 
members of the public confide their savings dollars, controls over mutual funds 
applied for the protection of the investor should not be dependent upon whether 
their shares or units are currently in the course of public distribution. Nor 
should the management company be immune from regulations because it is a sepa- 
rate entity from the distribution company. We have therefore concluded that if 
a mutual fund is operating within the relevant jurisdiction at the effective 
date of the legislation, or thereafter commences to operate in that jurisdiction, 
that mutual fund, its management company and its distribution company should all 
be required to become registered with the appropriate administrator. Registra- 
tion should continue while the mutual fund continues to operate within the 
jurisdiction. Registration of individuals connected with the three organiza- 


tions is discussed in paragraphs 7.55 to 7.59. 
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ered The key phrase in the conclusion set out in the preceding paragraphs is 

Noperating within the relevant jurisdiction". The relevant jurisdic- 
tion if legislation which implements our recommendations is nationally admin- 
istered should be Canada; the relevant jurisdictions if such legislation is 
provincially administered should be each province of Canada. As indicated in 
the preceding paragraph, the registration requirement ought not to be dependent 
on whether shares or units of the mutual fund are currently being sold to the 
public within the jurisdiction. We have therefore concluded that a mutual fund 
should be considered to commence operations in a jurisdiction when its shares 
or-units are firsts soldsto: theipublic’ within thate jurisdictionseels wouldieon— 
tinue to operate therein until the time when: (i) its shares or units were no 
longer being sold to the public within that jurisdiction and (ii) it had less 
than twenty shareholders or unitholders of record whose last known addresses 
were within the jurisdiction. For convenience in the application of the re- 
quirements it should be assumed that if the shares or units of a mutual fund 
are qualified for sale to the public in a jurisdiction, they are in fact being 
so sold. “These “conclusions are; of <course, subject to those imiGhapvers 
under which an organization would not ordinarily become a mutual fund until it 
had in excess of fifty shareholders; these would include all such helders; 


wherever located, 


(en An obvious question which arises from the meaning we propose for 
Noperating within. the relevant jurisdiction") is,in the applicationses 
that phrase to mutual funds organized outside Canada. It is, in our view, 
clear that when the distribution company of such a mutual fund actively solicits 
orders for its shares or units within Canada, the mutual fund and its manage- 
ment and distribution company should be subject to the registration require- 
ments; the regulations proposed in this report would also all apply to it, ex- 
cept to the extent that they were modified by the administrator pursuant to 
the proposals concerning regulation of foreign mutual funds in paragraphs 16.58 
to 16.69. The real problems arise with the cases in which Canadians seek out a 
foreign mutual fund for investment. As noted in paragraph 16.61 we have reason 
to assume that this has in recent years occurred with some frequency in the con- 


text of United States mutual funds. 
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le Opinions on the problems stated in the preceding paragraph range 
through a wide spectrum. At the one extreme, it could be said that 
any mutual fund which accepts orders from Canadians should be subject to the 
Canadian regulatory requirements to the extent that Canada and its provinces 
have authority to enforce them; as a corollary, Canadian brokers should be pro- 
hibited from accepting orders for the purchase of shares or units issued by 
foreign mutual funds. At the other extreme, it could be said that a Canadian 
who is sufficiently knowledgeable to seek out a particular foreign mutual fund 
without the assistance of a salesman should be able to invest in that mutual 


fund through a Canadian broker. 


tk We reject each of the positions described in the preceding paragraph. 
Realistically, it must be recognized that the Canadian determined to 
invest in a foreign mutual fund will be able to do so even if he must effect 
the purchase through a broker or a nominee resident in the foreign country. 
To prohibit such purchases through Canadian brokers will only put the person 
who wishes to make such an investment to unnecessary inconvenience, On the 
other hand, to remove completely the barriers to these instruments might re- 
sult in serious abuses through the acquisition by Canadians of shares or units 
issued by unregulated mutual funds in various foreign countries, A compromise 


is needed. 


ie In paragraphs 12.75 to 12.90 we consider the investments which should 
be permitted for Canadian mutual funds organized to invest in shares 
or units issued by other mutual funds. We there conclude that such mutual 
funds - referred to by us as "funds on funds" - should be restricted for in- 
vestment purposes to mutual funds qualified for sale in Canada, and to mutual 
funds that are subject to regulations applied by other countries which in the 
opinion of the administrator, provide an equal degree of protection for the 
investor. We have concluded that the same approach should be applicable to 
Canadian investors generally. On the analysis set out in Chapter II, this 
will mean that access to foreign mutual funds will effectively be restricted 


to purchasers for whom they are shopping goods, but that even such purchasers 
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will find it very difficult to invest in a mutual fund which is not itself 


subject to an adequate regulatory scheme. 


ante To implement the conclusion reached in the preceding paragraph, the 

relevant legislation should specify that a foreign mutual fund subject 
to regulations which the appropriate administrator recognizes under the pro- 
posals in paragraph 12.88 to provide adequate investor protection would not 
become subject to the Canadian registration requirements merely as a result of 
unsolicited sales effected through Canadian brokers. Canadian brokers should 
be permitted to accept orders for such sales, provided that they are not 


solicited in any way. 


ete Foreign mutual funds with respect to which no order is made as contem- 
plated by paragraph 12.88 should not be exempted in the manner de- 
scribed in the preceding paragraph, and Canadian brokers should be prohibited 
from the acceptance from Canadians of orders for the purchase of shares or units 
issued by such mutual funds; for this purpose, "Canadian brokers" would include 
any person or organization registered as a broker in Canada. This does not 
imply that any such mutual fund would become subject to the regulatory scheme 
when acquired by Canadians; such acquisitions might occur without any offering 
to the public in Canada, and in any event there are limits to the effective 
scope of Canadian authority. It does mean that the legislation should dis- 


courage investment by Canadians in such mutual funds. 


Pek]: The preceding discussion relates only to mutual funds, their manage- 
ment companies and their distribution companies. Other organizations 
participate in the distribution of shares or units, and their registration 
should also be required. Brokers are required to be registered in any event. 
Independent sales forces should be registered, as should the contractual plan 
service companies discussed in paragraphs 7.50 to 7.52, Direct sales forces 
are operated by distribution companies, and are therefore included in the re- 
quirements proposed in preceding paragraphs. Subject to the conclusions set 
out in Chapter XVI, the registration of other financial institutions engaged 


in the sale of mutual fund shares or units should be required. Salesman 
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registration is included in the discussion of the registration of individuals 


in paragraphs 7.55 to 7.59. 


7.18 In many instances, registration requirements will apply to organi- 
gations already required to obtain registration in another capacity. 
Brokers are one example of this. Trust companies are another; those trust com- 
panies which operate trust company investment funds would register as manage- 
ment companies, and would also be required to register as distribution companies. 
Yet all trust companies are registered with Registrars of Trust Companies or 
corresponding officials in the provinces. If possible, arrangements should be 
made to avoid such duplication of registration; if it cannot be avoided, re- 
quirements should be so arranged as to reduce the formalities involved to a 


minimum. 


7.19 In view of the scope of the registration requirements we propose, We 
have concluded that the administrator should have broad authority to 
grant exemptions from those requirements where circumstances make such exemp- 
tions appropriate. The power should extend to permit either a complete or a 
partial exemption; in the latter case, the administrator could specify which 
of the regulatory requirements that result from registration are to be appli- 
cable to the exempted organization. The variety in methods of operation within 
the industry is so great that this type of power is the only way to provide the 


necessary degree of flexibility in the application of regulations. 
ae 20 For the reasons set out in this section, we recommend: 


(1) that for purposes of the following recommendations, but subject to 
recommendation (3), whether a mutual fund is operating within the 
relevant jurisdiction at the effective date of the legislation should 
be determined by the following tests: 

(a) if the legislation is provincially administered the relevant 
jurisdictions would be the provinces and a mutual fund would be 
operating within a province if its shares or units are qualified 
for sale under the securities legislation of that province at 


the effective date of the legislation, or if they had previously 
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been so qualified but sales had ceased and the qualification 
terminated before that date; 
or 
(b) if the legislation is nationally administered, the relevant 
jurisdiction would be Canada and a mutual fund would be operating 
Within Canada at the effective date of the legislation if at that 
time it was operating within any province of Canada under the test 
in clause (a); 
In either case, a mutual fund should be considered no longer to be 
operating within the relevant jurisdiction when its shares or units 
are no longer qualified for sale to the public within that jurisdic- 
tion, and it has less than twenty shareholders or unitholders @on 


record whose last known addresses are within the jurisdiction; 


that registration under separate categories of registration should 

be required for: 

(a) each mutual fund operating within the relevant jurisdiction at the 
effective date of the legislation, or which therafter commences 
to operate there, together with its management company and its 
distribution company; 

(b) subject to the recommendations in Chapter XVI, all other persons 
or organizations engaged in the distribution or sale to the 
public of mutual fund shares or units, including other financial 
institutions; and 


(c) contractual plan service companies; 


that a mutual fund organized elsewhere than in Canada in which in- 
vestments are permitted for funds on funds under paragraph 12.91, 

recommendation (8), should not be considered to operate within the 
relevant jurisdiction merely because of sales to Canadians made as 


a result of unsolicited orders placed by such Canadians; 


that persons or companies registered as brokers in Canada should be 
prohibited from the acceptance from Canadians of orders for purchase 


of shares or units issued by foreign mutual funds, unless such shares 
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or units are qualified for sale in Canada (or in the relevant pro- 
vince) and except in the circumstances contemplated by recommendation 


(3% 


(5) that in the application of the registration requirements the respon- 
sible authorities should make all reasonable efforts to avoid the 
imposition of duplicate requirements on organizations required to 
register in another capacity; if duplicate registration cannot be 
avoided, formalities should be reduced to a minimum; 


and 


(6) that the appropriate administrator should have power to grant a com- 
plete exemption from the application of the registration requirements 
to any person or organization or to grant a partial exemption which 
would extend only to some of the regulations consequent upon registra- 
tion; in either event, the exemption could be made subject to com- 


pliance with such conditions as the administrator thought fit. 


Minimum Capital Requirements for Registrant Organizations }; 
Registration Procedures 


oes. Our belief, for the reasons indicated in paragraph 7.05, that minimum 
capital requirements should be included among the criteria applied to 
encranvs toijthe mutual fundsindustry, is*far fromenovelss (Such requirements 
almost invariably form part of the regulatory scheme applied to financial in- 
stitutions, and have long been applied in Canada by securities administrators 
through the exercise of their discretionary authority. Early in 1969 the 
Ontario Securities Commission published a statement of policy* which sets out 
in greater detail than had previously been available in Canada the guidelines 
and requirements to be adhered to by participants in the securities industry. 
The statement of policy applies to mutual fund distribution companies, but for 
the most part treats them together with other types of registrant. While the 
statement constitutes a helpful articulation of policy in this area, we have 
concluded that it would be desirable for the relevant requirements to be more 


* Ontario Securities Commission, Policy Statement on Conditions of 
Registration, February 17, 1969, as subsequently amended. 
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specifically formulated for the mutual fund industry. To the extent that our 
conclusions in this and the following sections deviate from the statement of 
policy, the explanation is largely to be found in characteristics of mutual 


funds that are not present in other aspects of the securities industry. 


Veee Paragraphs 7.45 to 7.54 contain a separate discussion of mutual funds 
the shares or units of which are sold through contractual plans, and 
of independent sales forces and brokers which sponsor contractual plans. The 
proposals made in the following paragraphs are intended to apply to such 
organizations in addition to those made in paragraphs 7.45 to 7.54. Contract- 
ual plan service companies are not dealt with in this section. With these ex- 
ceptions, the conclusions reached in this section are intended to apply to aie 
organizations that would be required to register under proposals made in the 
preceding section, but should not be treated as additions to requirements 
presently in effect. Brokers and trust companies, for example, are subject 
to minimum capital requirements; they should also be subject to the require= 
ments proposed by us only if and to the extent that our proposals are more 


rigorous. 


(ate The two objectives referred to in paragraph 7.05 of minimum capital 
requirements are to provide an equity cushion against financial losses 
and to ensure that entrants feel a sense of long-term commitment to the in-= 
dustry. It is important that the requirements be formulated in such a-way7as 
to attain both these objectives. This is particularly relevant with respec 
to the mutual fund itself. Securities administrators of several provinces 
presently impose minimum capital requirements on newly qualifying mutual funds 
which are similar in principle although the dollar amounts involved vary con- 
siderably. They require an initial investment of between $100,000 and $250,000 
which must be included in the assets of the mutual fund before they will accept 
its prospectus for filing. The shares or units that represent this initial 
investment may not be presented for redemption until the total net assets of 
the mutual fund reach a certain minimum level, usually about $250,000, and 


redemptions of such shares or units may then be effected only if and to the 
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extent that this is possible without reducing total net assets below the 


specified level. 


72k The requirement for initial capital of mutual funds described in the 
preceding paragraph is of value to provide an equity cushion in case 
of financial difficulties, but in our view it should be supplemented by further 
provisions if a sense of long-term commitment on the part of mutual fund 
organizers is to be encouraged. It could be said that by the time a mutual fund 
has reached $250,000 in total net assets the management contract is,of »suffi- 
cient value to accomplish this objective, for the organizers would not wish to 
sacrifice it. We are not prepared to accept this approach; we think it neces- 
sary that the mutual fund organizers or management company have a direct finan- 
cial interest in the mutual fund. That this is a question upon which different 
opinions are possible is indicated by the fact that the Investment Company Act 
of 1940 contains no requirement for continuing investment by mutual fund manage- 
ment, while in the Republic of South Africa the management company, unless it 
obtains an exemption, must “of its own resources have at all times invested 
in every unit portfolio an amount equal to at least ten per centum of the 
value of the underlying securities in such unit portfolio, and shall hold the 
units in respect of such investment as beneficial owner".* The provisions of 
the South African legislation are, in our opinion, unduly rigorous for appli- 
cation in the Canadian situation, but they provide a valuable example of the 


importance attached to this type of requirement in another jurisdiction. 


es We have concluded that a mutual fund should not be permitted to com- 
mence operations with total net assets of less than $100,000, and that 
shares or units representing $50,000 of this amount should be placed in escrow 
to confirm the continuing commitment of those responsible for the management of 
the mutual fund, The shares or units representing the other $50,000 of the 
initial $100,000 could be presented for redemption subsequently, if this re- 
demption would not reduce total net assets below $250,000. These arrange- 


ments should be enforced by obtaining a.written undertaking when a mutual 


* Republic of South Africa: Unit Trusts Control Act, Key No. 18 (1947) 
as amended s.13, 
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fund is registered with total net assets of less than $300,000. The under- 
taking, to be given by the holders of shares or units to the value of $50,000 
(other than the escrowed shares or units) would state that they would not redeem 
such shares or units if by so doing total net assets would be reduced below 
$250, 000 and would not transfer them unless the transferee gave a similar under- 


taking. 


726 The mechanics of the proposed escrow arrangement would be comparatively 
Simple. No requirement would be necessary as to what persons should 
provide the shares or units for escrow, since nobody except the organizers or 
their successors would be prepared to do so; they might elect to have the 
management company as the beneficial owner of the shares or units escrowed, 
an arrangement which would be consistent with the objectives of the requirement. 
The shares or units would be delivéred to a trustee acceptable to the appropri- 
ate administrator. Even if the legislation to implement our recommendations is 
administered provincially, only one escrow arrangement would be required. The 
trustee would be under a statutory obligation not to permit the transfer or 
redemption of the shares or units without prior consent of the appropriate 
administrator in each provirice where the mutual fund was registered, The 
beneficial owners of the escrowed shares or units would be entitled to re- 
ceive any dividends which were paid on them, and to exercise all voting rights. 
These arrangements have ample precedent in similar requirements presently im- 


posed for other purposes by Canadian securities administrators. 


Leen The requirements proposed in the two preceding paragraphs would have 

a number of advantages. First, the escrow arrangement would ef- 
fectively enforce compliance with the minimum investment requirement. Second, 
the requirement that the consent of the appropriate administrator be obtained 
for transfers of the shares or units would facilitate enforcement of the restric- 
tions on transfers of management and sales contracts proposed in paragraphs 
11.16 to 11.26. Third, continuing control over foreign mutual funds registered 
in Canada would be assisted by the availability in this country of shares or 


units with an original value of $50,000. Fourth, as noted in paragraph 7.66 
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the escrowed shares or units could be effectively used as a contribution to the 
legal and other costs involved if a liquidation of the mutual fund should ever 


become necessary. 


7.28 Certain special provisions are desirable for mutual funds operating 
within the relevant jurisdiction at the effective date of the legisla- 
tion. The escrow requirement should not apply to such a mutual fund unless and 
until its management contract is transferred, a point dealt with in paragraph 
$1.26. If any such mutual fund at the effective date of the legislation has 
total net assets of less than $100,000, it should nevertheless be required to 
register but public distribution of its shares or units should be prohibited 
unless and until its total net assets increase to $100,000 as a result of 


private sale of shares or units or otherwise. 


29 In some ways, the financial position of the management company may be 
even more important to the investor than that of the mutual fund. With 
the latter, his concern is primarily for the net asset value per share or unit, 
and he cares little about changes in total net assets. The management company, 
on the other hand, must be sufficiently well-financed to provide adequate man- 
agement advice, for only thus can it properly perform its responsibilities 
under the management contract. However, it is difficult or impossible to 
determine an exact amount of money which is needed to perform the management 
function effectively. A single portfolio manager working on a part-time basis 
may produce results superior to those of a staff of analysts, if he is gifted 


with the necessary combination of investment genius and luck. 


7.30 Another factor relevant in the determination of minimum capital re- 
quirements applicable to the management company is that, as noted in 
paragraph 7.08, most management companies are also distribution companies; they 
would, therefore, be subject to the minimum and free capital requirements pro- 
posed in the remainder of this section. The question to be resolved is whether 
additional requirements should be imposed by reason of their management respon- 
sibilities. On this question, it is important that the management company will 


always have one asset of value, and may have two. The right to manage the 
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mutual fund is usually regarded as a saleable right, and in cases where the 
management. company owns the beneficial interest in the shares or units escrowed 
to satisfy the requirements proposed above that beneficial interest will also 

be of value. Finally, it is noteworthy that no serious problems have been 
occasioned by the present lack of any minimum capital requirement applicable to 
management companies. For all these reasons, we have concluded that the only 
financial requirement necessary is that the management company at all times have 
a net free capital of at least $1 without taking into account the value of the 


management contract or of the beneficial interest in escrowed shares or units. 


ead In connection with the requirements we propose for application to dis- 
tribution companies and other organizations involved in the sale to the 
public of shares or units issued by mutual) funds, siteisthelpiulsbriciivarorem. 
marize the discussion in Chapter II of the various methods used for the sale of 
shares or units. The distribution company is crucial to all these methodstar. 
has the right, by contract in the case of incorporated mutual funds and pursiang 
to the trust instrument in the case of unincorporaved mutual funds, sw ordder tis 
ute shares or units of the mutual fund to the public. It may act either as 
agent, effecting sales on behalf of the mutual fund, or as principal, purchasing 
the shares or units from the mutual fund for resale. While the legal relation-— 
ships are different, the procedures followed are very similar, The dictrap se 
company receives the purchase price from the purchaser, makes the appropriate 
deduction for sales and service charges, and transmits the balance to the mutual 
fund. it therefore handles all money paid by purchasers. in addition; iG a ee 
ally arranges the issuance of shares or units to purchasers, and in many cases 
it acts as custodian of shares or units on their behalf, or arranges for a bank 


or trust. company soto act. 


ifn oe A distribution company may effect sales through any or all of the three 
principal channels, the direct sales forces, independent sales forces, 
or brokers. In cases where other financial, institutions such as: banks or trust 
companies act as distribution companies or are associated with distribution 
companies, exclusive or partial reliance may be placed on other channels avail- 


able to the financial institution; the best examples of this are sales through 
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the branches of the banks and trust companies. The application of our proposals 
to other financial institutions is commented on in Chapter XVI and elsewhere in 
the report; the discussion here is confined to the three principal channels of 


Hr stribvut2on, 


fio The most important of the three principal channels in Canada are the 
direct sales forces. These forces, organized by some distribution com- 
panies, are composed of salesmen who are usually treated as being, in law, 
agents or independent contractors of the distribution company, although they are 
actually subject to closer control by it than those terms would imply. For 
reasons indicated in paragraph 10.70, we think it possible that implementation 
of our recommendations in Chapter X may cause distribution companies to treat 
direct sales force salesmen as employees. Technical differences in the legal 
position have little effect on the actual procedures followed by the direct 
sales force salesmen in their relationships with the distribution company. In- 
dividual direct sales force salesmen rarely handle money received from purchas- 
ers; they transmit application forms to the distribution company which usually 
contacts the purchaser directly by mail. Payments received for shares or units 
are almost invariably in the form of cheques payable to the distribution company 
or a custodian or trustee. Regardless of the mode of payment, salesmen are not 
permitted to deduct their compensation; the full purchase price must be paid to 
the distribution company. Each salesman's compensation is regularly computed 


and paid to him by the distribution company. 


Hoel: A brokerage firm which sells mutual fund shares or units, unless it is 
the distribution company of the mutual fund concerned, does so pursuant 
to an agreement with the distribution company. Such agreements may be written 
or oral. Here, again, both the legal relationships established, and the pro- 
cedures followed differ considerably. The broker may purchase from or through 
the distribution company for resale as principal, or may act as agent of the 
distribution company. He may remit to the distribution company the proceeds of 
sale less his agreed commission; or may remit the full sale price and be credit- 


ed with commission. 
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ae3.6 The third principal channel of distribution is the independent sales 
force specializing in the sale of mutual fund shares or units. These 
organizations have relationships with distribution companies similar to those 
of brokers, Only a few practical differences tare present. = liewindependen: 
sales force does not engage in a general securities business, as do most 
brokers; and in some, but not all, cases the independent sales force does mor 
handle purchaserst money but receives cheques made payable directly to the 


distribution company or a trustee or custodian. 


{4 6is With all three of the types of organization discussed in the preceding 

paragraphs, there is an objective to be attained through capital re- 
quirements in addition to the two objectives of providing an equity cushion in 
case financial difficulties are encountered and of ensuring long-term commit- 
ment to the industry. This additional objective is to guard against the loss 
of money paid by the purchaser before it is added to the assets of the mutual 
fund. The procedures followed on the handling of money received differ between 
organizations. The distribution company, directly or through a custodian or 
other agent, in all cases takes in the money and transmits the balance after 
deduction of sales and service charges to the mutual fund. Where the sales 
are made by or through a broker or independent sales force, the money is in 
most cases received by the broker or independent sales force and transmitted 
to the distribution company; less frequently, it is paid directly to the 


distribution company. 


ea There is an obvious temptation for all distribution companies, and for 
those brokers or independent sales forces which handle purchasers! 

money, to postpone transmission of the money for a short period in order to make 
use of it for their own purposes, or at least to obtain the benefit of interest 
earned on it. Any such practice is detrimental to the mutual fund and its par- 
ticipants, and should be prohibited. No organization engaged in the sale of mu- 
tual fund shares or units should be permitted to have the use of purchasers? 
money, or to receive the interest on that money, for any period of time. We 
have therefore concluded that appropriate provision should be made to ensure 


that money received for the purchase of mutual fund shares or units is not 
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used for any purpose other than investment in the mutual fund, and that interest 
earned during any period of delay pending such investment should accrue to the 
benefit of the mutual fund. Ideally, the interest should be credited to the 
account of the purchaser whose money earned it; that would, however, cause seri- 
ous administrative difficulties and we have concluded that it should not be a 
requirement. It should be permissible merely to add the interest to the mutual 


fund for the benefit of all participants. 


7.35 The Ontario Securities Commission and some other provincial securities 
commissions presently apply a policy ruling* which prohibits organi- 
zations subject to it that are engaged in the distribution of mutual fund 
shares or units from commingling money received for mutual fund shares or units 
with their other assets. The ruling effectively prevents the use of such money 
for other purposes; it does not, however, deal with the question of interest. 
We have concluded that it should be amended to do so, in accordance with the 
suggestions made in the preceding paragraph. In addition, we have concluded 
that the ruling should be amended by the deletion of exemptions in favour of 
organizations, particularly brokers, which are subject to the authority of a 
self-regulatory association. Some of the self-regulatory associations con- 
cerned, such as the Investment Dealers Association, have no similar require- 
ments since such requirements are not appropriate for transactions in the 
secondary markets. Members of these self-regulatory associations are there- 
fore not prohibited from making use of money paid for shares or units during 
the period prior to its payment to the mutual fund, nor from retaining interest 
earned on such money during that period. We believe that they should be sub- 
ject to the same restrictions on these practices that are applied to other 
organizations. Finally, the policy ruling should be amended to require that 
money received for the purchase of shares or units must be transmitted to the 
mutual fund as expeditiously as reasonably possible following the determination 


of the price of the shares or units purchased. 


* Bulletin of Ontario Securities Commission, July-August 1966, p. 3-5 as 


amended by Bulletin of Ontario Securities Commission, December, 1967, 
D,Mekes> sand IMarchPeloos Mi pres le3h , 
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P39 Requirements to the effect proposed in the preceding paragraph, sup- 
ported as they are under the Ontario Securities Commission policy 
ruling by a requirement that auditor's reports be made annually to the appro- 
priate administrator to establish compliance, adequately resolve what would 
otherwise be a major problem in the formulation of capital requirements for 
distribution companies and other organizations engaged in the sale of shares or 
units. Additional provisions are, however, needed for the adequate protection 
of the investor. The cost of creation of a sales organization, particularly 
a direct sales force, can be substantial. An inadequately financed organization 
that is not. initially successful may collapse with consequent. inconvenience: ang 
potential financial loss to its salesmen, to its clients and to the mutual fund 
with which it is associated. We have concluded that minimum capital require- 
ments in addition to the prohibition against commingling should be imposed on 


all such organizations. 


Tek An obvious problem arises in the formulation of minimum capital and 
solvency requirements by reason of the great variety in sizes of the 
organizations concerned. Any rule should be so formulated as to be workable in 
its application to organizations of any size. The Ontario Securities Com= 
mission policy ruling referred to in* paragraphs /s2iecesolves thistproplen 
through the imposition of a minimum capital requirement in an amount equal to 
the greater of a specified number of dollars or a specified percentage of 
adjusted liabilities, as therein defined; We have concluded that this yisathe 
most satisfactory approach. The specified dollar figure, as the minimum in- 
vestment, requires a financial commitment from the organizers of a smaller 
enterprise which is sufficient to ensure their long-term commitment to the 
industry. The percentage of adjusted liabilities, which becomes operative as 
the minimum investment for larger organizations, constitutes a constraint 
against the acceptance of obligations they are unable to implement, and also 


ensures an adequate cushion of equity investment as the organization grows. 


nee While we accept the principle of the Ontario Securities Commission 
policy ruling, we propose certain changes in details. Those which 


relate to the distribution of contractual plans are discussed in paragraphs 
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7,45 to 7.54. Others are attributable to the fact that we believe distribution 
and sales organizations which regularly handle money received from the purchaser, 
even subject to the commingling prohibition, should be subject to more rigorous 
requirements than those which do not. Distribution companies must ordinarily 
handle money received from the purchaser, except that if no sales charges or 
service fees are to be deducted it might be possible to arrange for payment to 
be made directly to the mutual fund. With other sales organizations it is com- 
paratively easy to arrange for purchasers to pay directly to the distribution 
company, which in turn can compensate the sales organization for its commission. 
This procedure provides an element of protection for the investor that is not 


available even with the prohibition against commingling. 


is 42 The Ontario Securities Commission policy ruling requires that all 
organizations which are subject to it must maintain minimum net free 
capital at all times equal to $25,000 or to 10% of adjusted liabilities, as 
therein defined, whichever is greater. We have concluded that this rule is 
appropriate for distribution companies, brokers and independent sales forces 
which handle money received from purchasers, albeit subject to the prohibition 
against commingling. A broker or independent sales force which made arrange- 
ments for substantially all money paid by purchasers to be paid directly to the 
distribution company or its custodian should be subject to a requirement for 
minimum net free capital of $10,000 or 8% of adjusted liabilities, whichever 
is greater. A distribution company which made arrangements whereby sub- 
stantially all money received was paid directly to the mutual fund or its 
custodian could also avail itself of the latter requirement. We propose in 
paragraph 13.23 that mutual funds should be prohibited from paying sales or 
service charges on the sale of their shares or units, so that the latter pro- 
cedure would not be available in any case where such charges would be levied. 
The distribution company itself would, then, ordinarily be subject to the re- 
quirement for minimum net free capital of the greater of $25,000 or 10% of 


adjusted liabilities. 
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foe 


The capital requirements proposed in this section are only one part of 


an effective registration scheme. At the present. time, detailed in- 


formation is obtained from organizations which apply for registration and this 


information is considered by the administrator in his decision as to whether 


registration should be granted. We propose no changes in these existing ar- 


rangments, except that they, like the capital requirements themselves, should 


be kept under continuing review and changed when necessary. To ensure that the 


administrator is able tovadjust the rules -for) deservingacases, -thesrelevang 


legislation. should permit. him.to reduce the capital, requirements proposed gay 


this section if he considers a reduction to be appropriate in a particular case. 


7 AL 


For the reasons set out in this section, we recommend: 


that where organizations to which the following recommendations are 
applicable are subject to minimum or free capital requirements they 
should be subject to the following recommendations only if and to the 
extent that such recommendations are more rigorous than requirements 


currently applicable to them; 


that an application for registration of a mutual fund not operating 

within the relevant jurisdiction at the effective date of the legis- 

lation, as defined in paragraph 7.20, recommendation (1), should not 
be accepted unless: 

(a) shares or units to a value of $50,000 are placed in escrow with 
a trustee acceptable to the appropriate administrators in all 
jurisdictions concerned, and the trustee should be subject to a 
statutory obligation not to permit the transfer or redemption of 
the shares or units without consent of each such administrator; 
the beneficial owners of the shares or units should be entitled 
to receive dividends and exercise voting rights with respect 
theretos and 

(b) the mutual fund has total net assets of more than $1.00 000% gat 
it has total net assets of more than $100,000 but less than 


$300,000, holders of shares or units having a value of $50,000 


De 


~_— 
Wo 
~~ 


(other than the shares or units placed in escrow pursuant to 
clause (a)) should agree in writing not to redeem such shares or 
units if by so doing total net assets would be reduced below 
$250,000, and not to transfer such shares or units unless the 


transferee shall first sign an agreement to the same effect; 


that a transfer of the management contract, as defined in paragraph 

il s2/, mecommendation (2) of. a mutual fund which is operating within 
the relevant jurisdiction at the effective date of the legislation 
and with respect to which there has been no compliance with clause (a) 
of recommendation (2), should not be permitted unless shares or units 


are escrowed as contemplated by such clause; 


that a mutual fund operating within the relevant jurisdiction at the 
effective date of the legislation and with total net assets of less 
than $100,000 should nevertheless be required to register, but public 
distribution of its shares or units should not be permitted unless and 
until its total net assets increase to over $100,000 by private sale 


or otherwise; 


that a mutual fund management company which performs no distribution 
function and therefore is not subject to recommendations (6) to (9) 
should be required at all times to be in a financial position such 

that it has a net free capital of at least $1 without taking into 
account as assets the value of its interest in the management contract 
or the value of any interest it may have in mutual fund shares or units 


held in escrow pursuant to the requirement in recommendation (2); 


that a ruling substantially equivalent to the Ontario Securities 
Commission policy ruling on commingling of funds referred to in the 
footnote to paragraph 7.38 should be applied to all organizations en- 
gaged in the distribution of mutual fund shares or units, whether or 
not they are also members of a self-regulatory association; and that 
such ruling should be extended to require: 


(a) that interest earned on money paid for the purchase of shares 


Zi 


or units before it is invested in the mutual fund be turned over 
to the mutual fund concerned either as an increase in the amount 
purchased by the purchaser concerned, or for the benefit of all 
participants; and 

(bo) that money received for the purchase of shares or units be trans- 
mitted to the mutual fund as expeditiously as possible following 


the determination of the price of the shares or units purchased; 


that distribution companies, brokers and independent sales forces 
selling mutual fund shares or units to the public should be required 
to have and to maintain net free capital of not less than $25,000 or 
10% of adjusted liabilities, whichever is greater, the terms "net 

free capital" and "adjusted liabilities" to have meanings given to 
them by the Ontario Securities Commission policy ruling referred to 

in the footnote to paragraph 7.21; provided that this requirement 
would not apply to those organizations that fall within recommendation 


(8) or recommendation (9); 


that brokers and independent sales forces otherwise within recom- 
mendation (7) which establish procedures whereby substantially all 
of the money paid by purchasers of shares or units 1S paid directly 
to the distribution company concerned should be required to have and 
to maintain net free capital of not less than $10,000 or 8% of ad- 


justed liabilities, whichever is greater; 


that distribution companies otherwise within recommendation (7) which 
make arrangements whereby substantially all of the money paid by 
purchasers of shares or units is paid directly to the mutual fund gan— 
cerned should be required to have and to maintain net free capital of 
not less than $10,000 or 8% of adjusted liabilities, whichever is 


greaver: 


ZA 


10) that the procedure for registration of organizations and the informa- 
tion obtained thereon should be kept under continuing review and 
changed when necessary, as should the capital requirements proposed 


in the preceding recommendations; and 


11) that the appropriate administrator should have power to reduce the 
capital requirements proposed in preceding recommendations where he 
considers a reduction appropriate in a particular case. 

Minimum Capital Requirements for Organizations 

j e of ractual Pla 

Hie The discussion of minimum capital requirements in the preceding sec- 
tion accords considerable stress to the importance of such require- 

ments in assuring a long-term commitment by participants in the mutual funds 

industry. This is accentuated when shares or units are sold by way of con- 

tractual plan. In such cases, the moral and the financial implications of 

failure to perform are far greater. This is because the purchaser agrees to 

the deduction as sales charges of a comparatively large portion of his initial 

payments, on the understanding that the portion deducted from subsequent pay- 

ments will be smaller so that the over-all sales charge paid by him will be 


appropriate. 


(ahs In paragraphs 10.109 to 10.115 we make proposals for reductions in the 
size of the maximum permissible deductions from the initial payments, 

but even under those recommendations the long-term commitment of the contractual 

plan sponsor would be considerable. In paragraph 10.120 an example is given of 

a 120 instalment contractual plan with instalments of $20. Even assuming the 

implementation of our recommendations, and assuming the continuance Ota. 5 auok, 

the amount paid as the basic sales charge rate, the deduction for sales charges 

on instalments after the twenty-fifth might be as little as 94-7/10 cents. 

Sales charges at the 8.5% rate on such payments would otherwise be $1.70. It 

is apparent that the contractual planholder who has paid the first twenty-five 


instalments has a valuable right in that he is entitled to effect the remaining 
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payments at substantially reduced sales charges. Any intervening factor, such 
as bankruptcy of the contractual plan sponsor, that prevents him from doing so 


can have a serious adverse financial impact. 


Pee Because of the long-term commitment involved in the sale of a contrac- 
tual plan, we have concluded that more rigorous capital requirements 
should apply to mutual funds the shares or units of which are sold in that way. 
Because the distribution company associated with a mutual fund is not always 
able to prevent the sale of its shares or units on a contractual plan basis, 
this conclusion can be implemented only by a prohibition against the sale of 
contractual plans for investment in mutual funds with less than the specified 
minimum amount of total net assets. The minimum amount should, in our opinion, 
be $1,000,000; this is sufficient to provide reasonable assurance that the 
mutual fund will continue in existence for the lifetime of the contractual plant 
The relevant legislation ought therefore to contain a prohibition against the 
sale of contractual plans for the purchase of shares or units of mutual funds 
with less than $1,000,000 in total net assets. The term "contractual plan" is 


defined in paragraph 10.94. 


7.48 The restrictions proposed in the preceding paragraph should be applica-— 
ble to all mutual funds. If at the date the legislation becomes ef- 
fective contractual plans are outstanding or are currently being sold for the 
purchase of shares or units of any mutual fund with total net assets of less 
than $1,000,000, the legislation should not affect the validity of outstanding 
plans but the issuance of further plans should be prohibited until the mutual 
fund attains total net assets in excess of $1,000,000. We are not aware of any 
mutual fund in Canada to which this provision will be relevant, for all mutual 
funds known to us in which investments are being made through contractual plans 
have total net assets in excess of $1,000,000. If a mutual fund with total net 
assets in excess of $1,000,000 should in future suffer a decrease in total net 
assets to below $1,000,000, outstanding contractual plans for purchase of its 
shares or units would not thereby be affected but the sale of further plans 


should be prohibited until its total net assets again exceed $1,000,000. 
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7.49 The minimum capital requirement for mutual funds in which investments 
are made through contractual plans would not apply at the time of 
registration, since the proposal is framed as a prohibition against the sale of 
contractual plans rather than as a precondition to the registration of mutual 
funds. We have therefore concluded that it should operate in addition to rather 
than in substitution for the escrow and minimum capital requirements proposed 


in paragraph 7.25. 


7200 The requirements to be applied to distribution companies and other or- 
ganizations which sponsor mutual fund contractual plans present more 
difficulties. These difficulties arise largely from the development of con- 
tractual plan service companies, which are a consequence of the sale of mutual 
fund shares or units through brokers and independent sales forces. For com- 
petitive reasons, these organizations are often reluctant to advise the distri- 
bution company of purchasers't names. They are also reluctant to assume the 
administrative burden involved in receipt of small monthly payments from con- 
tractual plan purchasers, although a few of them have done so. These problems, 
together with the fact that brokers and independent sales forces sometimes are 
able to make contractual plan sales of mutual funds whose distribution com- 
panies do not themselves offer contractual plans, have resulted in the creation 
of two companies to service contractual plans sold by brokers and independent 
sales forces. The companies, C.A.P. Limited and Comptoir Economique de Fonds 
Mutuel Ltée, have their offices in Ontario and Quebec respectively. They are 


referred to in this discussion as CAP and Comptoir Economique. 


aol 2 The principles of operation of the two companies are similar, although 
there are many differences in detail. Each has created its own con- 

tractual plans, and provides client brokers and independent sales forces with 

documentation for use by persons who wish to purchase shares or units of any 

of a number of mutual funds under such plans. Payments are made directly to 

CAP or Comptoir Economique, or to trustees or custodians designated by them. 

They accumulate the payments received and invest them in shares or units of 


the mutual funds concerned at regular intervals, monthly or more frequent. 


217, 


Purchasers are credited with the appropriate number of shares or units, and 
brokers or independent sales forces are credited with the commissions earned 
less administrative charges of the service company. Both organizations con- 
sider their relationships with client brokers and independent sales forces to 
be of great value. Names of purchasers are treated confidentially, and com- 
missions received from a purchaser are regarded as the property of the broker 
or independent sales force which introduced him. This has occasioned difficul- 
ties in some cases where brokers or independent sales forces have left the 


securities business. 


Naor It is of importance that under the arrangements followed by both CAP 
and Comptoir Economique, the brokers and independent sales forces re- 
ceive the benefit of the front-end load under the contractual plans. In addi- 
tion, as noted in paragraph 7.50, a few brokers and andependent :salesmtorces 
handle the administrative burden involved in the contractual plans they sell. 
We refer to all such brokers and independent sales forces which obtain the 
direct benefit of the front-end load on contractual plans organized by them as 
contractual plan sponsors, in the same way that distribution companies which 
sell by way of contractual plans are contractual plan sponsors. We have con- 
sidered whether to propose capital requirements for contractual plan sponsors 
which are more rigid than those applied to other distribution or sales organi- 
zations. We have also considered what capital requirements should be applied 


to contractual plan service companies. 


VxOD We have concluded that contractual plan sponsors should not be subject 
to minimum capital requirements more rigorous than those which would 
be applicable to them as distribution companies, brokers or independent sales 
forces. This conclusion arises partly from difficulties in the determination 
of the formula to be used for minimum capital requirements, but is more partic- 
ularly a consequence of our conclusion that other provisions are more appro- 
priate to deal with the contractual plan situation. These provisions would 
also be sufficient to make unnecessary the application of minimum capital re- 
quirements to contractual plan service companies. The provisions we propose 


are discussed in paragraph 8.76. 
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75h For the reasons set out in this section, we recommend: 


(1) that sales on a contractual plan basis (the term "contractual plan" is 
defined in recommendation (1), paragraph 10.125) of shares or units 
issued by a mutual fund having total net assets of less than $1,000,000 
should be prohibited; this recommendation should have no effect on out- 
Sstancane Contractual plans,  2i, aiter the legislation becomes eftec- 
tive, contractual plans are sold for the purchase of shares or units 
issued by a mutual fund having total net assets of more than 
$1,000,000, and the total net assets of that mutual fund should sub- 
sequently decrease to less than that amount, the decrease would not 
affect outstanding contractual plans but the sale of new contractual 
plans would be prohibited until total net assets again increased to 


$1,000,000 or more; and 


(2) that contractual plan sponsors should not be subject to minimum 
capital requirements in excess of those required of them under the 
recommendation in paragraph 7.44, and that contractual plan service 
companies should not be subject to minimum capital requirements; in 
both cases, reliance should instead be placed on the recommendations 


in paragraph 8.64. 


Registration Requirements Applicable to Individuals 
ieee, The preceding sections of this chapter are exclusively concerned with 


the requirements applicable to organizations as preconditions to their 
participation in the mutual fund industry. Any organization is, of course, 
made up of individuals, and it would seem logical for a comprehensive regula- 
tory scheme to require the registration not only of organizations but of in- 
dividuals. Yet very considerable administrative difficulties would be involved 
in the application of such a requirement, and a decision must be made as to the 


extent of the advantages to be gained. 


7.56 One class of individual should, we have coricluded, clearly be subject 
to registration requirements. Subject to a limited exception dis- 


cussed in paragraphs 14.14 and 14.15,every salesman engaged in the public sale 
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of mutual fund shares or units should be required to register as such. A 
corresponding requirement presently included in the securities legislation of 
several provinces exempts the officers of registered organizations; we do not 
consider this exemption appropriagfe, since we are aware of no reason to assume 
that a corporate officer is necessarily a qualified salesman. A training 
course should ordinarily be taken and passed as a precondition to registration 
as a salesman. This is discussed in paragraphs 14.19 to 141.22, and its ap 
plication to banks and trust companies is considered in paragraphs 16.07 to 


16,26: end 16e5e—te, 16.56 respectively. 


hae We have considered whether the officers and directors of mutual fund 
management companies and distribution companies should be required to 
register <asssuch if whey doenot themselves propose suonengage sin stne ssalemer 
mutual fund shares or units. While some advantage would be gained from this 
requirement we have on balance concluded that the advantage would be out- 
weighed by the administrative difficulties involved. Unless and until it is 
decided: that: these persons should be required to’ take: training ‘courses a0 a 
be sufficient to continue the existing practice whereby information concerning 
officers and directors is obtained in connection with applications for regis- 
tration of their organigeations.. Insaddition.s the negisteredsoreanizarpien= 
should “beimade responsible for the actions of their ioifieerns and) direcvencs 
To provide the administrator with an adequate remedy, he should be permitted 
to treat an offence by officers or directors of the management or distribution 
companies as affecting the mutual fund; such a requirement would constitute 


a recognition of the fact that the three in fact form a single organization. 


poe: In the preceding paragraph we allude to the possibility that directors 

om officers who are not to effect publicrsales of shares orminica 
might eventually be required to take training courses. The only courses pre- 
sently available, discussed in Chapter XIV, are designed for salesmen. For a 
number of officers, such as the investment manager, there would be no value to 
be gained from a requirement that they take a course designed for salesmen. 


On the other hand, there are instances in which a person who was not directly 
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involved in the sales process might benefit considerably from the course. We 
have concluded that the appropriate administrator should have power in cases 
where he determines that the course would be beneficial, to require that a 
particular officer (butwnotew4 director winless (he sis-also jan officer) take and 
pass the course prescribed for salesmen, although he does not engage in sales 
activities. If it should become apparent that there is need for a training 
course designed for those engaged in investment management or in administration, 
the administrators concerned should be authorized to co-operate with the mutual 
fund industry in the development of an appropriate course or courses. Ulti- 
mately, it might be desirable to require the registrataom of classes (of (in— 


dividuals other than salesmen. 
ee) For the reasons set out in this section, we recommend: 


(1) that subject to the exception proposed in paragraph 14.25, recom- 
mendation (1), all individuals who are to engage in the ssalesto the 
public of mutual fund shares or units should be registered as such 
and should be required to take appropriate training courses as pro- 


posed in paragraph 14.25 and in paragraphs 16.29 and 16.57; and 


(2) that separate registration of the officers and directors of mutual 
funds, management companies, and distribution companies, should not 
be required except for those who propose to engage in sales to the 
public, but that: 

(a)° complete information concerning them should be obtained in con- 
nection with the registration of the organization concerned; 

(b) the administrator should have power to treat an offence by an 
officer or director of the management or distribution company as 


affecting the mutual fund; 


-_— 
(?) 


each of the organizations should be responsible for a default of 


its own officers or directors; 


Qu 


the appropriate administrator should have authority to require a 
particular officer (bute notwetidinecton unless thenis*alsovan of- 


ficer) to take and to pass the course designated for salesmen 
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although he does not propose himself to sell mutual fund shares 
or units? wand 

(e) the appropriate administrators should have power to co-operate 
with the mutual fund industry in the development of a course or 
courses to provide training in aspects of mutual fund operations 
other than the sales function, and to require that individual 
participants in the mutual fund industry take and pass the ‘courses 
so developed. 


ie ai Site sLSat 
Minimum Capital Requirements 


760 Most of the regulations recommended in this chapter would constitute 
requirements the violation of which could be punished through appro- 
priate disciplinary procedures in the same way that violations of securities 
legislation are presently dealt with. Such sanctions are, however, not appro- 
priate remedies for violations of the requirements proposed in preceding sec- 
tions as to the amount of capital to be maintained by registered organizations. 
It is not sufficient to punish those concerned when they fail to maintain ade- 
quate capital; in many cases such punishment would be completely inappropriate, 
for the money may have been lost through no fault on the part of management. 
Automatic suspension of organizations that violate minimum capital requirements 
would also be an inadequate remedy. It might severely penalize holders of out- 
standing shares or units; it might.also make inevitable the collapse of an 
organization which could otherwise have recovered from its difficulties. For 
these reasons, we have concluded that special provisions are necessary to deal 


with violations of minimum capital requirements. 


iat It is convenient here to summarize the suggestions made in preceding 
sections with which we are concerned. In paragraph 7.25 we propose 


that mutual funds should be required to have total net assets of at least 


$100,000 as a precondition to acceptance of their applications for registration, 


Special requirements are proposed in paragraph 7.28 for mutual funds operating 
in the relevant jurisdiction at the effective date of the legislation but with 


less than $100,000 in total net assets. The other minimum capitalization 


Loe 


requirements proposed for mutual funds, that shares or units to a value of 
$50,000 be placed in escrow and that the sale opneontractualeplans*ior “the; pur= 
chase of shares or units issued by mutual funds with total net assets of less 


than $1,000,000 be prohibited, need not be considered here. 


m.O2 In paragraph 7.42 we propose that distribution companies, brokers and 
independent sales forces which receive money from purchasers of shares 
or units should be required to maintain net free capital at least equal to 
$25,000 or to 10% of adjusted liabilities, whichever is greater. For those 
which arrange for such money to be paid directly to the distribution company 
(or, in the case of the distribution company, to the mutual fund), the cor- 
responding minimum amount would be $10,000 or 8% of adjusted liabilities, which- 
ever is greater. In paragraph 7.30 we propose that management companies should 
be required at all times to maintain a net free capital of at least $1 without 
taking into account as assets the worth of the management contract or of any 
beneficial interest in shares or units of the mutual fund escrowed pursuant to 


the requirement suggested in paragraph 7.25. 


Op We have concluded that the remedies available when default occurs 
under any of the requirements outlined in preceding paragraphs should 
be identical. This is consistent with our belief that the mutual fund manage- 
ment company and distribution company should be considered to form a single 
organization for regulatory purposes. Whether the failure to satisfy the 
relevant requirements is that of the mutual fund, the management company or 
the distribution company, the consequences for the mutual fund and its share- 
holders or unitholders are likely to be made more serious if arbitrary remedies 
are applied. The use of discretionary authority on a case-by-case basis is 
necessary to ensure that a solution is found in the best interests of all con- 


cerned. 


7.64 We have concluded that notice should be required to be given forthwith 
to the appropriate administrator if total net assets of a mutual fund 
decrease to less than $100,000, or if the management company or the distribu- 


tion company fails to satisfy the minimum capital requirements described in 


ae 


preceding paragraphs. If the responsible person in the organization concerned 
knows, or is in possession of information which should make him aware, that 
any of these events has occurred, and fails to give the requisite notice, he 
should be guilty of an offence punishable as such under the penalties provision 
of the relevant legislation. If the default is not cured within three business 
days after its occurrence, the administrator should have authority to apply for 
a court order that a receiver be appointed for the defaulting organization. 
If the default was that of the management company or distribution company, this 
application could also relate to the mutual fund. We view such an application 
as an ultimate remedy that would only be used in practice in the most serious 
situations, and after alternative approaches had failed. To provide time to 
devise alternative approaches, delay on the part of the administrator in making 
the application should not affect its success; the legislation should provide 
that the application could be made at any time after the three day period until 
the default was rectified. 
Vere: If any mutual fund operating within the relevant jurisdiction has less 
than $100,000 in total net assets at the effective date of the legisla- 
tion, the remedy of a receivership application should not apply to it without 
its consent. The fact that a, publicedistribution of, its shares or units would? 
under the proposals in paragraph 7.28, be prohibited unless and until the total 
net assets of such a mutual fund exceeded $100,000 might make a liquidation 
desirable. Either the mutual fund or its management company should therefore 
be permitted to consent to the appointment of a receiver. 
(Eee In cases where it is found necessary to apply for and to obtain appoint- 
ment of a receiver of the mutual fund, the legislation should provide 
that the shares or units held in escrow pursuant to the proposal in paragraph 
7.2) be made available for the benefit of the receivership, and that they could 
be liquidated with the approval of the court to contribute to the cost of re- 
ceivership. This would reduce or eliminate the costs of receivership borne by 
public holders of shares or units. In addition, the receiver should be given 
the option to elect whether to continue or to terminate the management and 
distribution contracts. Regardless of the provisions of those contracts, no 


damages would be payable in the event the receiver elected to terminate them. 
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7267 The application for appointment of a receiver should be made only as a 
last resort. Upon receipt of notice that a default had occurred, the 
administrator should discuss the situation with the persons responsible for the 
management of the mutual fund and with the other organizations concerned. The 
administrator should have power to negotiate and agree to such arrangements as 
might be necessary and desirable. Permissible arrangements should include, for 
example, the termination of distribution of shares or units; the termination of 
redemptions of shares or units for a period of time; or any appropriate port- 
folio adjustments. Ideally, the situation could be rectified through the con- 
tribution of additional money by the holders of the equity securities of the 
management company and the distribution company. With flexibility available to 
agree to accept any or all of these solutions, alone or in combination, we 
think it would rarely be necessary for the administrator to resort to the dras- 


tic remedy of appointment of a receiver. 


7.68 We have concluded that one other power should be entrusted to the ap- 
propriate administrator in addition to those outlined above. If he de- 
termines that persons associated with the mutual fund, the management company 
or distribution company had presented their shares or units for redemption 
after becoming aware of impending difficulties, he could apply to the court for 
an order setting aside such redemptions. If the court found that the redemption 
was motivated by the knowledge of impending difficulties, it could order that 
the money paid on redemption be refunded, and that the shares or units redeemed 
be re-issued. The legislation should establish a presumption that the redemp- 
tion was so motivated if it took place less than 90 days prior to thevoccur- 
rence of the violation, and was effected by a person with knowledge that a 


violation was likely to occur. 
7209 For the reasons set out in this section, we recommend: 


(1) that for purposes of the following recommendations each of the follow- 
ing events should be considered to be an event of default: 
(a) when a mutual fund experiences a decrease in total net assets to 


an amount less than $100,000; 
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(b) when a distribution company ceases or fails to comply with the 
minimum capital requirements contained in paragraph 7.44, recom- 
mendation (7) or recommendation (9), whichever is applicable; and 

(c) when a management company ceases or fails to comply with the 
minimum capital requirements contained in paragraph 7.44, recom- 


mendation (5); 


that the responsible persons in the organization concerned should be 
required to notify the appropriate administrator forthwith upon the 
occurrence of an event of default and should be guilty of an offence 
punishable as such under the penalties provision of the relevant 
legislation if they fail to give the notice when they are aware of an 
event of default, or are in possession of information which should 


make them aware of it; 


that the appropriate administrator should have the right, at any time 
more than three business days after the occurrence of an event of 
default and until the event of default is rectified, to apply for and 
to obtain the appointment of a receiver of the organization which has 
committed an event of default; where the event of default is committed 
by the management company or by the distribution company, the receiver- 


ship order could also relate the mutual fund; 


that in the event of the appointment of a receiver pursuant to re- 
commendation (3), the receiver should have the right to shares or 
units of the mutual fund held in escrow pursuant to paragraph 7.44, 
recommendation (2), clause (a), and should have the right to elect 
whether to continue or to terminate the management and distribution 
contracts; regardless of the contractual provisions, no damages should 
be payable in the event that the receiver should elect to terminate 


the contracts; 


that, in our opinion, the power of the administrator pursuant to 
recommendation (3) should be exercised only in particularly serious 


cases, or after attempts have been made to resolve the situation 
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in accordance with recommendation (6) and such attempts have proven 


unsuccessful; 


that the appropriate administrator should have authority to negotiate 
with the responsible persons for an alternative remedy to the appoint- 
ment of a receiver, and to accept and agree to such arrangements as 
might be necessary and desirable. Permissible arrangements should 
include, but not be limited to, the termination of distribution or 
redemption of shares or units; portfolio adjustments; or the addition 


of more money by interested persons; and 


that the court on application by the appropriate administrator should 
have power, where it finds that a redemption of shares or units of 

the mutual fund was effected by the management company, the distribu- 
tion company or a person associated with them or with the mutual fund, 
and was motivated by knowledge of an impending event of default, to 
order that the redemption be set aside, the money repaid and the shares 
or units reissued; where the court finds that the redemption was ef- 
fected within 90 days prior to the occurrence of the event of default 
by a person with knowledge that an event of default was likely to 
occur, the redemption would be presumed to have been motivated by 


knowledge of an impending event of default. 
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CHAPTER VIII 


CUSTODIAL AND INSPECTION REQUIREMENTS ; 
CONTRACTUAL PLAN SPONSORS 


&. 01 In the preceding two chapters we consider and make recommendations 
concerning techniques designed to avoid improper use of mutual fund 
assets. The techniques there discussed are general in nature, designed to 
guard against all types of risk by providing for continuing scrutiny of mutual 
fund management or by restricting admittance to the industry to persons who 
are honest and financially stable. In this chapter and Chapter IX we discuss 
procedures designed to attain a similar objective through a different approach, 
concentrating on specific procedures designed to thwart various types of im- 


proper use of assets. 


6.02 The very nature of the subject matter of this chapter makes it in- 
evitable that the discussion should emphasize potential misbehaviour 
on the part of those concerned with the operation of mutual funds. For exampics 
the proposals concerning custodial procedures must be analyzed on the basis 
that theft of assets may be attempted. It is regrettable that this emphasis 
should be necessary, and no judgments as to industry standards should be 
implied from it. The procedures we propose are in many respects similar or 
identical to those established by mutual fund management companies on their 
own initiative. This is a matter of prudent business practice: for ite iseco 
the interest of management as of investors to avoid any possibility that assets 
of the mutual fund might be dealt with on an unauthorized basis. In many cases, 


the procedures established by management companies are more stringent than 


those we propose. That very fact should refute any adverse implications con- 
cerning industry practices which might otherwise be based on the discussion and 
proposals in this chapter. The procedures and requirements we propose are 


designed for the exceptional case. 


8.03 Much of this chapter is concerned with questions which are dealt with, 
directly or indirectly, by the Ontario Securities Commission policy 

ruling of February, 1969 referred to in the footnote to paragraph 7.21. The 

comment there made concerning that ruling is also applicable here: it makes 

a valuable contribution to the articulation of policy in this area, and to 

the extent that our proposals differ from it the differences arise from our 

belief that there are certain distinctive factors to be considered with respect 

to mutual funds which could not be fully reflected in a policy ruling appli- 

cable to the entire securities industry. That policy ruling incorporates a 

special audit procedure applicable to mutual funds, which is’ discussed in 


paragraphs €.65.-t0«8.77: 


8.04 In the following sections we first consider the custody of assets, 
including not only the securities and other investments of the mutual 
fund, but also the shares or units of the mutual fund which are held by a 
custodian on behalf of their beneficial owners. Closely related to the latter 
arrangements are the special requirements which, we have concluded, should 
apply to contractual plans and their sponsors. These are discussed after 
custodial requirements. Finally, we consider inspections of the mutual fund 
and its methods of operation and by whom such inspections should be made. 
This is a topic omitted from Chapter VI, although it may be said to involve 
the continuing scrutiny of management. As noted in paragraph 6.11, that 
chapter is confined to techniques for continuing scrutiny which can operate 
with minimal governmental involvement, and the inspection techniques we pro- 


pose require governmental involvement. 


Custody of Mutual Fund Assets 
8.05 There is a tendency to look to custodial requirements as the resolu- 
tion of many difficulties or potential difficulties in the operation 


of mutual funds. So natural is this tendency that it is important to appreciate 
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the limited nature of the problems which could be resolved even by the most ex- 
tensive and detailed requirements. Unless the responsibilities of the trustee 
or the custodian are extended to include the duty and the power to pass on the 
merits of investments, an extension we reject in paragraphs 6.60 to 6.68, cus- 
todial requirements cannot pose an obstacle to improper investments; if an 
investment is duly authorized it can be made regardless of the most stringent 
custodial requirements. Nor would custodial requirements applicable to the 
assets of the mutual fund affect dealings with money paid by purchasers prior 
to the time of its receipt by the mutual fund; in paragraphs 7.36 ance fee 

we propose restrictions on commingling of assets designed to restrict the uses 
to which such money is put. Custodial requirements can only be etfective as 


a precaution against the theft of assets. 


8.06 In the formulation of recommendations concerning the custody of 
assets; as in other aspects of the resulavory Ssurucuure miuess 
necessary to sacrifice what is desirable in theory for what is possible in 
practice. The limited nature of the objectives of custodial requirements are 
relevant here. Theoretically and ideally, custodial procedures should be 
sufficient to prevent theft of assets by anybody, even, senior officers 67 
the management company working in combination. Yet such an objective would 
not be realistic. Requirements adequate to attain it would be so complex 
and demanding as to be unworkable, and any senior officer prepared to engage 
in fraudulent activities could almost certainly extract money from the mutual 
fund more subtly than by outright theft. It is far more realistic to recog- 
nize that a determined effort at theft by responsible persons working in com- 
bination will almost certainly be successful, and to shape custodial require- 
ments to avoid other types of theft while imposing obstacles to theft by 
responsible persons and providing procedures whereby any theft would be ex- 
peditiously discovered. The proposals made in the following paragraphs are 
designed to attain these objectives with a scheme which will not impede the 
efficient operation of the mutual fund. Many organizations may wish to in- 


stitute more rigorous procedures than those we propose. 
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8.07 There is an important connection between custodial requirements and 
insurance. Not only will insurance, particularly bonding or “oLliicvers? 
directors and employees, provide the mutual fund with cash to indemnify it 
against a theft, but insurance will also protect against other types of loss. 
Custodial requirements can, for example, do little to protect against fire 
or similar losses. It is important that the two types of requirement be con- 
sidered together; the availability of adequate insurance may justify less 
rigorous custodial requirements. In addition, the insurance company may well 
demand acceptance of. more rigid custodial requirements as a precondition to 
the issuance of a policy. Insurance must, however, be considered as an ad- 
junct to custodial requirements rather than as a substitute for them. We 
believe that an adequate regulatory scheme must encompass both custodial and 
insurance requirements. The latter are considered in paragraphs Bee5r tore. 30. 
In the following paragraphs we consider custodial requirements, discussing 
the relevant questions in the following order: the place of custody (para- 
graphs 8.08 to 8.10); the qualifications of the custodian (paragraphs 8.11 to 
8.14); the terms of the custodial agreement, including the arrangements for 
release of assets from custody (paragraphs 8.15 to 8.22); and procedures for 


the amendment of the custodial agreement (paragraph 8.23). 


8.08 We have concluded that mutual funds registered in Canada should be 
subject to a generally applicable rule requiring that their assets, 
or the securities or negotiable instruments representing them, be kept in 
custody in Canada; only thus can the Canadian investor be assured adequate 
protection against foreign legal requirements which might otherwise penalize 
him. To permit assets to be kept anywhere, without restriction, would sub- 
ject the mutual fund to a risk of loss that might be unacceptable; the dangers 
might be particularly serious where Canadian investors had to compete against 
foreign investors for assets situate in the foreign country. We recognize, 
however, that the proposed requirement would occasion considerable difficulty 
for Canadian mutual funds with non-Canadian assets. It would occasion even 
more difficulty for some mutual funds organized outside Canada; the most im- 


portant example would be mutual funds subject to the Investment Company Act 


Zon 


of 1940 in the United States. By a similar provision of that Act they are 
required to retain all their assets in that country. Compliance with both 


provisions would be impossible for them. 


8.09 In recognition of the factors described in the preceding paragraph, 
the appropriate administrator should have a wide power to exempt 
mutual funds from the requirement that their assets be kept in Canada. The 
exemption could be granted upon such conditions as the administrator thought 
fit. This power should be liberally exercised in favour of Canadian-organized 
mutual funds upon a showing that reasonable protection was available under 
custody arrangements outside Canada, The power should be more sparingly ex- 
ercised in favour of mutual funds organized in other countries, for the author- 
ity of Canadian administrators would not be as strong in case of financial 
ditficulties on the part. of the mutual fundvine such cases.) slo permitsthieecon- 
tinued Canadian operations of mutual funds subject to the 1940 Act which are 
operating within the relevant jurisdiction when the legislation becomes ef- 
fective, such mutual funds should be granted an initial exemption subject to 
reconsideration if the negotiations for exemptions to the 1940 Act on behalf 
of Canadian mutual funds which are recommended in Chapter XVI are not effec- 
tive. The conclusions in paragraph 7.10 should be applicable in the deter- 
mination of what mutual funds are operating in the relevant jurisdiction 


when the legislation becomes effective. 


S710 A number of mutual funds qualified for sale in Canada invest exclu- 
sively in the shares or units of another mutual fund, An exemption 
for such mutual funds from the rules applicable to funds on funds is proposed 
in paragraph 12.90. For adequate protection, the custodial requirements in 
such cases should be applied to both mutual funds concerned, so that the 
assets of the underlying mutual fund would be required to be kept by a Cana- 
dian custodian, unless an exemption was obtained from the administrator. This 
requirement would not apply to the mutual funds invested in by funds on funds, 
although the extent to which they would be permitted to invest in mutual funds 


not registered in Canada would be restricted by the proposals in paragraph 12.88. 


Spy Given that the assets of a mutual fund registered in Canada are to be 
kept in custody in this country unless an exemption order is obtained, 
the next question to be resolved is the qualifications of the custodian. The 
most difficult aspect of this is whether the selection should be restricted 
to custodians who satisfy a statutory standard of independence from the mutual 
fund and its management company. There are obvious advantages in an indepen- 
dent custodian; regardless of the terms of the custodial agreement, an indepen- 
dent custodian is likely to take appropriate action if he becomes aware of 
improper practices. In addition, employees of an independent custodian are 
less likely than would be those of an associated custodian to form relation- 
ships with employees of the mutual fund or management company. Largely as a 
result of these factors, the great majority of custodians for mutual fund 
organizations are in fact independent, even in the absence of statutory re- 
quirements to that effect. Precise statistics are impossible in the absence 
of an agreed definition of independence, but we are aware of only three in-= 
stances in Canada apart from the trust company investment funds in which the 
custodian is clearly associated with the management company. One of these 
is Diversified Income Securities Ltd., which forms part of the Commonwealth 
organization of Vancouver, the financial difficulties of whichpare@rererred 


to in the preface to this report. 


‘single Despite the fact that the use of independent custodians is practi- 
cally universal, we have concluded that it should not be made oblig- 
atory by statute. One reason for this conclusion lies in the air ficulties 
inherent in an attempt to reduce to legislative form a definition of inde- 
pendence. Such difficulties are alluded to in connection with independent 
directors in paragraphs 6.31 to 6.44, and would be at least as serious in the 
present context. Another reason is that we do not feel justified in recommending 
the imposition on mutual funds of custodial requirements that involve the use 
of an independent custodian when similar requirements are not imposed on 
other financial institutions. Finally, we doubt that much would be gained 
by such a requirement when independent custodians are almost universally used 


even without it; a mutual fund organization determined not to have an indepen- 


farsi 


dent custodian would be able to make arrangements that would avoid any but the 
most rigorous definition» of independence. ‘Iteis, however), ,important-ter; in- 
formation as to any connection between the custodian and the mutual fund, 
management company or distribution company to be made public. Such informa- 


tion should therefore be included in the prospectus of the mutual fund. 


S13 While we have concluded against a statutory requirement for the in- 

dependence of custodians, we have also concluded that the appropriate 
administrator should have power to require that his approval be obtained for 
the selection of the custodian in any case where he is not satisfied with the 
good faith or the financial position of management. In paragraphs 8.17 and 
8.23 we propose that the custodial agreement and all amendments should be 
filed with the appropriate administrator. This would include information as 
to the identity of the custodian, and the procedure contemplated by para- 
graph 8.23 should be applicable with respect to a change in the identity of 
the custodian so that the administrator could require that the approval of 


shareholders or unitholders be obtained for such a change. 


pees Apart from the question of independence, we have concluded that 
restrictions should» be amposed on! thexselectionsoefgcustodiansr2a 
order to ensure that duly qualified organizations are appointed. The only 
organizations that traditionally act in this capacity in Canada are banks and 
trust companies, but we do not believe that the right so to act should be 
restricted to these organizations, We have concluded that a registered mutual 
fund's assets should ordinarily in the absence of an applicable exemption, be 
held by one or more custodians. qualified to act: in? that capacary in Canada, 
The custodians could be banks, trust. companies, or, othersiinancial inetity— 
tions subject to inspection by federal or provincial regulatory authorities, 
and should each have an excess of capital over liabilities of not less than 
$500,000. While the custodian or custodians need not be independent of the 
management company, that company should not be permitted itself to act as 
custodian. The application of this prohibition to trust company investment 


funds is considered in paragraph 16.56. 
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B25 The applicable regulations should delineate not only the qualifica- 
tions of the custodian, but also the minimum responsibilities to be 
assumed by the custodian. The responsibilities of the custodians of a number 
of Canadian mutual funds do not at present include the custody of cash. Cash 
belonging to such mutual funds is kept in bank accounts from which it may be 
withdrawn by cheques, so that the procedural protections applied to use of 
other assets are not available. Large amounts may be held in this way, par- 
ticularly when the volume of purchases of shares or units is high or when for 
policy reasons a significant portion of the porticliosissliquidateds/aWeshaye 
concluded that it is important for custodial controls to extend to cash, al- 
though a separate custodian could be appointed to hold the cash if that was 
more convenient. The application of such controls is essential, since theft 
of cash may be even more attractive than theft of securities. In the dis- 
cussion and recommendations which follow, we qualify this conclusion by pro- 


posals which will facilitate quick access to cash when circumstances warrant. 


6.16 The responsibilities of custodians for assets other than cash differ 
appreciably among Canadian mutual fund organizations. It is con- 
venient to divide the arrangements usually followed into two general cate- 
gories, although details vary far more than this brief description would indi- 
cate. In the first category, the custodian merely accepts instructions from 
the designated officer or officers of the management company or the mutual 
fund: securities may be withdrawn or added, or delivered to third parties, 
on the order of those officers. In the second category, the custodial agree- 
ment spells out the circumstances in which securities will be released. The 
custodian in these cases will release securities only upon production of 
appropriate proof that the terms of the agreement are satisfied. For example, 
when securities are sold the certificate may not be delivered except upon 


receipt of a confirmation of the transaction. 


B17 It is clear that the quality of protection for the investor is better 
under the second than under the first of the custodial arrangements 
described in the preceding paragraph, and we have concluded that such an 


arrangement should be required for all mutual funds. The custodial agreement 


PENS 


should specify in detail the purposes for which assets of the mutual fund, 
including cash, may be released from custody, and the nature of the proof re- 
quired that such circumstances are present before a release is made. We do 

not propose that the various circumstances should be set out in the legis- 
lation oriregulations;"theyscould beoformilated to tity themneeds  oreticeparvi1c— 
ular case. Examples of situations to be dealt with include the purchase or 
sale of investments; the delivery of securities in connection with a re-organi- 
zation of the company concerned; the payment of management fees, dividends, 

and other expenses. The agreement should be filed with and received by the 
appropriate administrator at the time of registration so he may verify that 
these matters are dealt with. The procedure to be followed on amendment of 


a custodial agreement is discussed below. 


8.18 To prevent undue interference with the operation of the mutual fund, 
requirements implementing the conclusion reached in) the preceding 
paragraph should embody two exceptions. The first exception would permit the 
operation of one or more bank accounts from which money could be drawn to pay 
routine expenses, on the authority of cheques signed by two officers or di- 
rectors of the mutual fund or the management company. The aggregate of the 
amounts deposited in the account or accounts should not be permitted to 


exceed an amount specified in the prospectus as necessary for the purpose. 


8.19 thevsecond exception fromethe general requirément proposed sinepar-— 
graph 8.17 would be designed for use in rare situations when it is 
necessary to withdraw securities or cash from custody but for some reason the 
appropriate proof required under the custodial agreement could not be pro- 
duced. The custodial agreement could provide that in such circumstances two 
officers or directors of the mutual fund or management company could obtain 
delivery of securities or cash on the basis of a written order to the custo- 
dian which would indicate the reasons why they were needed. The custodian 
would be required to send a copy of the order immediately toa’ third officer 
or director of the mutual fund or management company, and to the appropriate 


administrator. 
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8.20 The right of the custodian to send advice to the appropriate admin- 
istrator should not be restricted to the exceptional case described 
in the preceding paragraph. In any case where, in the opinion of the custo- 
dian, the nature of the receipts or releases of cash or securities was such 
as to provide evidence of improper transactions, it should have the right to 
notify the appropriate administrator; if the evidence is of illegal trans- 
actions, there should be a requirement for such notification, These provi- 
sions would be similar to those applicable to the mutual fund auditor under 
the proposals in paragraphs 6.85 and 6.86. The right and requirement should 


be clearly specified in the relevant legislation. 


aaa The procedures outlined above are primarily designed to guard 
against» the possibility ofethefteof assets sor the mutual fund? Other 

types of loss would be dealt with by the insurance requirements proposed in 
the next section, but we have concluded that the custodial agreement should 
contain certain additional provisions designed to guard in part against theft 
Brid Win partgiagcainst ctherstypeswot losses "lhe=first ‘such additional provi- 
sion is that, where reasonably feasible, all securities should be registered 
in the name of the custodian as nominee of the mutual fund, or a nominee of 
the custodian. Where not so registered, the securities should be endorsed 
Go the*Ssatist action of the custodian.» Not-only aresfully registered securi- 
ties less susceptible to theft by officers or employees of the mutual fund 

or management company, but they can be replaced if stolen or if lost by fire 
or other accident. This requirement is an important one which adds signifi- 


cantly to the value of a custodial arrangement. 


Bee Other provisions that should appear in every custodial agreement in- 
clude an obligation on the custodian to segregate assets of the 

mutual fund, other than cash, from those of other clients, and to mark them 

appropriately for identification while in its custody. The agreement should 

also specify that the assets are not subject to liens or pledges in favour 

of the custodian or its nominees, and should prohibit the custodian from 


dealing with the assets except on proper authority. In addition, it seems 


Pas if 


reasonable in view of the position of the custodian that the agreement should 
state that, in the event of loss or damage of the assets while held by the 
custodian, the onus should be on it to disprove that the loss or damage took 
place through its negligence or that of its employees. We have considered what 
treatment is appropriate for cash, other than cash held in bank accounts as 
contemplated by paragraph 8.18. We have concluded that the custodian should 
ordinarily be permitted to receive cash as depositary rather than as a trustee, 
with one exception. Since a deposit is a loan, such arrangements would be 
caught by the prohibitions proposed in Chapter IX if the custodian is associ- 


ated with the mutual fund. 


8.23 It is apparent from the discussion in this section that we accord 
considerable importance to the terms and content of the custodial 
agreement. As stated in paragraph 8.17, a copy of the agreement should be re- 
quired to be filed for every registered mutual fund. In addition, at least 
fourteen days! prior written notice should be given to the appropriate admin- 
istrator of any proposed amendments thereto. Most amendments will presumably 
be’ routinerin nature, but some could be of) considerable* importance.) sWeshiave 
concluded that the appropriate administrator should have authority, where he 
regards a proposed amendment as of particular importance or as potentially 
adverse) torthe. interests; of theamutualsfund, qposrequinerthat ttenetepesin= 
plemented without prior approval of the holders of the mutual fund shares or 
units. Such approval would be given in accordance with the provisions enacted 


in accordance with paragraph 6.57. 


Seek For the reasons set out in this section, we recommend: 

(1) that the assets, or the securities or negotiable instruments which 
represent the assets, of a mutual fund registered in Canada, should 
be kept in custody in Canada; this should include the assets of any 
mutual fund the shares or units of which are the only investment 
purchased by a mutual fund registered in Canada, but should not in- 
clude the assets of mutual funds invested in»by funds«<on findsieeias 
recommendation is subject to the following exceptions: 


(a) the appropriate administrator should have power to grant exemp- 
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tions subject to compliance with such conditions as he may think 
fit, where administrative or other problems make compliance dif- 
ficult and reasonable protection can be accorded investors through 
another procedure; this power should be liberally exercised in 
favour of Canadian-organized mutual funds; and 

(b) pending negotiations to establish appropriate mutual exemptions 
with the United States as proposed in paragraph 16.70, recommen- 
dation (3) the appropriate administrators should exercise their 
exemptive power in favour of mutual funds which are subject to 
the Investment Company Act of 1940, and are operating within the 
reievant jurisdiction, on the effective date of the legislation, 
as defined in paragraph 7.20, recommendation (1); such exemptions 


should be reconsidered if the negotiations are not effective; 


that every registered mutual fund should have as custodian one or 

more banks, trust companies, or other financial institutions quali- 
fied to»acy il viet cepacivy and subject to inspection by federal or 
provincial regulatory authorities, provided that each custodian should 
have an excess of capital over liabilities of not less than $500,000 
and further provided (subject to paragraph 16.57, suggestion (2) 

with respect to trust companies) that the custodian should not be the 


management company; 


that there should be no statutory requirement for the independence 

of custodians, but that the appropriate administrator should have 
power in any case where he is not satisfied with the good faith or 
the financial position of management, to require that a custodian not 
be appointed without his approval; and that the prospectus of each 
mutual fund should include details of any connection between the 
custodian and the mutual fund, management company or distribution 


company ; 


that subject to recommendations (1), (5) and (6), the responsibility 
of the custodian or custodians should extend to all assets of the 


mutual fund, including cash; with respect to cash, the custodian should, 
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subject to the recommendations in Chapter IX, be permitted to act as 
depositary rather than as trustee, and it should be permissible to 


appoint a separate custodian to hold cash; 


(5) that subject to the exceptions in recommendation (6), the custodial 
agreement should specify the circumstances in which assets of the 
mutual fund, including cash, could be released trom custody andec i 
nature of the proof required that such circumstances were present; 
the custodian should, subject to recommendation (6), be required to 


obtain such proof belore releasing securiuies col tes. 


(6) that to avoid undue restrictions on the freedom of operations of the 
mutual fund, custodial agreements should be permitted to contain the 
following exceptions from the requirements contemplated by recommen- 
debe onae(-5:)): 

(a) one or more bank accounts may be opened with cash of the mutual 
fund against which two or more officers or directors of the mutual 
fund or the management company may draw cheques to pay routine 
expenses of the mutual fund; the total amount deposited in such 
account or accounts should at no time exceed an amount specified 
in the mutual fund prospectus as necessary for that purpose; and 

(b) in cases (which should be rare) when release of cash or securi- 
ties is required, and the requisite proofs contemplated by rec— 
ommendation (5) cannot be supplied, the custodian would release 
the securities or cash upon receipt of an order signed by two 
officers or directors of the mutual fund or management company 
specifying why the securities or cash were needed; the custodian 
would be required immediately to send copies of the order to a 


third officer or Girector™and to the appropriave adminisur avn 


(7) that the custodian should be permitted but not required to notify the 
appropriate administrator if the nature of receipts or releases of 


cash ‘or securities 15, in its opinion, Such as to ‘provide evidence 
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of improper transactions, and should be required to notify the admin- 
istrator forthwith if the evidence appears to indicate illegal trans- 


actions; 


that the custodial agreement should provide: 

(a) that, where reasonably feasible, all securities held should be 
registered in the name of the custodian, or its nominee, as 
nominee of the mutual fund; if such registration is not feasible, 
the securities should be endorsed to the satisfaction of the cus- 
todian ; 

(pb) Mthat assctssof the mutual fund othersthan cash, should) be*segre- 
gated from the assets of the custodian and appropriately marked 
for identification;* cash should) begheld: as contemplated: by rec= 
ommendation (4) or recommendation (6), clause (a); 

(oe) sthat ‘thevassetssofsthemmutualifund are not subject ®touliens: or 
pledges in favour of the custodian or its nominees; 

(d) that the custodian is prohibited from dealing with the assets 
except on proper authority; and 

(e) that, in the event of loss or damage to assets-of the mutual fund 
while in theicustodyvofithe custodian, the onus ‘shall ‘be*on the 
custodian to disprove that the loss or damage took place through 


its negligence or that of its employees; and 


that a copy of the custodial agreement should be filed with the appro- 
priate administrator at the time of registration of the mutual fund 
and should be reviewed by him to verify that it complies with these 
recommendations, particularly recommendations (5), ((owGande(s)otthe 
administrator should be given fourteen days' prior notice of any pro- 
posed amendment to the custodial agreement or any change in the 
identity of the custodian and should be entitled to require that 

any such amendment or change not be implemented without prior ap- 


proval of the shareholders or unitholders pursuant to paragraph 6.5% 
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Bonding and Other Insurance 


8.25 In paragraph 8.07 we comment on the close relationship between in- 
surance and custodial requirements, and conclude that an adequate 
regulatory scheme should include both. In this section we discuss the nature 
of the provisions that we would consider to be appropriate with respect to 
insurance. in the formulation of such provisions even more than in the formu-= 
lation of minimum capital and solvency requirements, substantial difficulties 
are posed by the lack of uniformity among the affected organizations. The 
variances, both as to size and as to practices and procedures followed, are 
so great that we have concluded it would be impossible to devise a detailed 
set of rules which could be used to determine with precision the appropriate 


insurance coverage for every organization. 


8.26 Because of the impossibility of arriving at a detailed set of rules 
for universal application, the ideal regulatory structure would avoid 
the use of specific dollar figures to determine the necessary amount of in- 
surance coverage. Instead, appropriate coverage would be determined separately 
for every organization. Such an ideal is impossible of attainment, and we 
have concluded instead that the applicable regulations should specify mini- 
mum amounts of coverage but should also include provisions to ensure that 
careful consideration is given by the organizations concerned and by the ap- 
priate administrators to the adequacy of the minimum amounts for each partici- 


pant in the industry. 


pied Material which verifies that the organizations concerned have given 
careful consideration to their insurance needs should be filed with 
the appropriate administrator at the time of initial registration of a mutual 
fund, management company or distribution company. This material would con- 
sist of certified (copies of resolutions or!lother evidence to establishathar 
the board of directors or equivalent body of each organization (in the case 
of an unincorporated mutual fund with no board of governors or equivalent 
body, the resolution should be of the board of directors of the management 


company) had carefully considered the question of insurance and had concluded 


either that the minimum amounts were adequate, or that greater coverage was 
desirable. In the latter case, the resolution or other document should specify 
the exact amounts of coverage decided upon. Such amounts would then be re- 
garded as minima for the organization concerned until an amending resolution 

or similar document was filed with the appropriate administrator. A decrease 
in coverage below the minimum limits currently in effect should be prohibited 


until fourteen days following the filing of the amendment. 


8.28 The requirement proposed in the preceding paragraph should be supple- 
mented by a provision designed to permit the appropriate administra- 
tor to pass upon the adequacy of insurance coverage imsindividual cases... The 
administrator should have authority to require that the insurance coverage 
held by any organization be increased, on being Satieised Stat present cover= 
age does not provide adequate protection. This would be one of the questions 
to be considered on the occasion of the regular inspections discussed in para- 


graphs 8.69 to 8.75. 


8.29 As indicated in paragraph 8.26, the requirements proposed in the two 
preceding paragraphs should be supplemented by provisions specifying 
the minimum insurance coverage required of all organizations. In the decision 
as to what minimum coverage is appropriate, it is convenient for analytical 
purposes to divide insurance into two categories. The first, and the more 
important in the context of mutual funds as with other financial institutions, 
is insurance against losses caused by dishonesty on the part of the directors, 
officers and employees of the organization. The second category includes in- 
surance against all other types of loss, such as theft, forgery and burglary. 
In the following discussion we first consider fidelity insurance or bonding, 
the terms used to describe insurance against losses caused by dishonesty of 


directors, officers or employees. 


8.30 The discussion of custodial requirements in the preceding section is 
premised on the assumption that two or more senior employees of the 
management company, acting in collusion, would probably be successful in the 


theft of assets unless the custodial procedures are made so detailed 
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and complex as to be unworkable. It is also almost inevitable that, no matter 
how carefully defined are the various procedures, occasions will arise when 
even comparatively junior employees could steal money or other assets, although 
perhaps rarely in large amounts. Such occasions would include any case where 
money or securities were in transit in the custody of messengers or other 
employees. The rarity of such thefts is reflected by comparatively low pre- 
miums usually charged for bonding, and does not negate the desirability of 


this type of protection, 


alee! Given that custodial procedures cannot feasibly be designed to pro- 
vide complete protection against theft, it seems clear to us that 

personnel who are in a position to steal should be appropriately bonded. Two 
types of protection are afforded by sucha requirement: the availability yor 
cash to pay claims and the fact that the insurance company will usually re- 
ject<an application for bonding tof ansemployee with saspocr, mecord elie nrin= 
ciple, the size of the bond and the nature of the losses for which recovery 
could be claimed should be determined on the basis of the scope of responsi- 
bility held by the person concerned, and the ways in which it would be open 
to him to steal. Only limited weight can be given these factors in the 
rules of general application, but considerable weight should be accorded to 
them by the board, of directors or equivalent body in the consideration) con-= 


templated by paragraph 8.27. 


8.32 We have concluded that the factors discussed in the preceding para- 
graph should be recognized in the imposition of a higher bonding 
requirement for those who are authorized to give instructions concerning the 
delivery of assets of the mutual fund than for other employees. We have con- 
sidered and decided against a recommendation that the amount of the bond 
to be required on such an employee should be determined as a percentage of 
the total value of the assets over which he has control; such a requirement 
might be unreasonably rigorous. The only exception concerns bank accounts 
opened in the name of the mutual fund as contemplated by paragraph 8.18. 


Each person authorized to sign cheques drawn against such accounts should be 
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covered by a bond or by fidelity insurance in an amount at least equal to the 
maximum aggregate amount of such accounts specified in the mutual fund pros- 


pectus but in no event less than $150,000. 


B33 All directors, officers and employees of the mutual fund, management 
company and distribution company who are authorized, alone or to- 
gether with one or more other persons, to give instructions concerning the 
delivery of assets of the mutual fund should be covered by bonds or fidelity 
insurance in an amount that recognizes the nature of their responsibility. 
For mutual funds which, alone or together with other mutual funds under 
common management, have total net assets in excess of $5,000,000, minimum 
coverage should be $600,000. For all other mutual funds minimum coverage 
should be $250,000. Other personnel who from time to time have access as 
messengers or in clerical or similar capacities to assets of a mutual fund 
should be similarly covered by bonds or fidelity insurance in amounts not 


less than one-half of these minimum limits. 


So. 3k The conclusions in the two preceding paragraphs relate only to per- 
sons with access in some capacity to the assets of the mutual fund. 
Consideration must also be given to other personnel, and in particular to 
those who have or may have access to money paid by purchasers prior to its 
receipt by the mutual fund. The latter are most likely to be associated 
with the distribution company. The Ontario Securities Commission in its 
policy ruling of February, 1969%* deals specifically with this question, and 
requires that fidelity insurance with minimum coverage of at least $100, 000 
be obtained by the distribution company and other organizations engaged in 
the distribution process. We agree with this policy, and have concluded that 
distribution companies and others engaged in the sale to the public of mutual 
fund shares or units should have fidelity insurance or bonds with minimum 
coverage of at least $100,000 for all directors, officers and employees. 
The same minimum coverage should apply to directors, officers and employees 
of the management company and of the mutual fund to whom no other requirement 
ee een ines a eee ee, eee |e See ee te eee ee eee ee 


* Ontario Securities Commission, Policy Statement on Conditions of 
Registration, February 17, 1969, as subsequently amended, 


245 


is applicable. In cases where two or more of the requirements proposed in this 
and preceding paragraphs apply to a single person, the limits under the more 


rigorous requirement should be complied with. 


8.35 In the second category of insurance defined for analytical purposes 
in paragraph 8.29, insurance against all other losses, we have con- 
cluded that the range of possible types of loss is so great that detailed 
legislative specification of the risks to be protected against would be of 
little value. Instead, regulations should embody a list of risks that would 
be capable of ready adaptation to reflect experience. In a footnote* we set 
out the types of losses against which members of the Canadian Mutual Funds 
Association are required to obtain insurance under the regulations of that 
Association. Class A is covered by the specific recommendations made above 
concerning bonds and fidelity insurance. Classes B to E would, we have con- 
cluded, be appropriate for initial adoption in the regulations to describe 


the risks insured against. 


8.36 The C.M.F.A. requires its members to carry $500,000 in protection 
against each of the classes of risk described in the footnote to 
the preceding paragraph, except classes D and E, for which the required cover- 


* CLASS (A) LOSSES - Any loss through any dishonest, fraudulent or criminal 
act of any officer or employee. 


CLASS (B) LOSSES - Any loss of money or securities or other property through 
robbery, burglary, theft, hold-up or others fraudulent means, /misplacemente 
mysterious disappearance, damage, or destruction while within any of the 
thesinsured's: offices, the offices: of °any*banking institution orsclearing 
house or within any recognized place of safe-deposit. 


CLASS (C) LOSSES - Any loss of money, or securities, or other property 
through robbery, embezzlement, theft, hold-up, misplacement, mysterious 
disappearance, damage or destruction, while in transit in the custody of 
any employee or any person acting as messenger except while in the mail or 
with a carrier for hire other than an armoured motor vehicle company. 


CLASS (D) LOSSES - Any loss through forgery or alteration of any checks, 
drafts, promissory notes or other written orders or directions to pay sums 
in money, excluding securities, 


CLASS (E) LOSSES - Any loss through having purchased or acquired, sold or 
delivered, or extended any credit or acted upon securities or other written 
instruments which prove to have been forged, counterfeited, raised or 
altered, or lost or stolen or through having guaranteed in writing or wit- 
nessed any signatures upon transfers, assignments or other documents or 
written instruments. 


age is $100,000. With these types of insurance, as with fidelity insurance, 

we have concluded that it is desirable to distinguish between organizations on 
the basis of their total net assets. The minimum requisite amount of insur- 
ance for mutual funds which, alone or together with other mutual funds under 
common management, have total net assets in excess of $5,000,000, should be 
$600,000 against the losses in classes B and C, and $250,000 against the losses 
in classes D and E. Corresponding minimum coverage for other mutual funds 


should be $250,000 and $100,000. 


Boo 7 The requirements proposed in preceding paragraphs should be kept under 
continuing review by the appropriate administrator, both as to types 
of risk insured against and as to the minimum coverage that is required. The 
insurance would ordinarily be held by the management company or the distri- 
bution company, and one question which should concern the administrator is the 
relevance to the minimum limits of other activities carried on by these com- 
panies; a management company actively engaged in other businesses may need 
higher coverage. This and similar questions should be considered in the 
context both of the generally applicable rules and of the adequacy of the 


minimum limits as applied in individual cases. 


8.38 Each insurance policy issued in satisfaction of the requirements pro- 
posed in this section should be required to contain a clause speci- 
fying that no cancellation or amendment by either party will be effective 
unless and until fourteen days' prior written notice of the cancellation or 
amendment is given to the appropriate administrator. This provision will 
enable the administrator to require that appropriate action be taken when 
a policy is cancelled. The policies should also, in all cases, contain pro- 
visions that will make the protection available for a loss resulting from an 
insured risk if the loss is discovered within two years after it occurs, re- 
gardless of whether the policy is then in effect. In addition, the insured 
organization should be required to advise the appropriate administrator 


promptly upon making a claim under any insurance policy. 
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8.39 No proposals for insurance coverage are made in this section concern- 
ing the contractual plan service companies discussed in paragraphs 
7.45 *to°7.54. Weothink it important that) such "compariies bevadequately insured; 
but have concluded that it would be preferable for the nature of the appli- 
cable requirements to be determined in the formulation.of conditions subject to 


which an exemption would be granted as proposed in paragraph 8.62. 
8.40 For the reasons set out in this section, we recommend: 


(1) that mutual funds, their management companies and their distribution 
companies should maintain on file with the appropriate administrator 
a certified copy of a resolution or other evidence to establish that 
detailed consideration had been given to the necessary amount of 
insurance coverage by the board of directors or equivalent body; in 
the case of an unincorporated mutual fund without such an equiva- 
lent body, the board of directors of the management company would 
serve the purpose. In the event that the board of directors or 
other body concludes that insurance coverage greater than that con- 
templated by the following recommendations is necessary, the resolu- 
tion or other evidence should state in detail the limits decided 
upon, and such limits should be the minimum limits to be adhered 
to by that organization until an amending document is filed with 


the appropriate administrator: 


(2) that fidelity insurance or bonds should be maintained on directors, 
officers and employees of the mutual fund, management company and 
distribution company in amounts not less than those required under 
the following rules: 

(a) on each person authorized to sign cheques drawn against bank 
accounts maintained pursuant to paragraph 8.24, recommendation 
(6), clause (a), in an amount equal to that specified in the 
mutual fund prospectus as the maximum total amount to be 


deposited in such accounts, but in no event less than $150,000; 
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(b) on each person authorized, alone or together with one or more 
other persons, to give instructions concerning the delivery of 
assets of the mutual fund, in the amount of $600,000 where the 
mutual fund concerned, alone or together with other mutual funds 
under common management with it, has total net assets in excess 
of $5,000,000; and in the amount of $250,000 in other cases; 

(c) on each other person who from time to tame thasactess), as*ames— 
senger or in a clerical or similar capacity, to assets of the 
mutual fund, in amounts equal to one-half of the amounts speci- 
fied in clause (b); and 

(d) on all directors, officers and employees of the mutual fund, 
management company and distribution company other than those 
covered by the preceding clauses, in the amount of $100, 000; 

Where two or more of the preceding clauses are applicable to the 

same director, officer or employee the applicable minimum coverage 


should be the highest amount specified by such clauses; 


that the appropriate administrator should have power to require an 
increase in the insurance coverage of any registered mutual fund, 
management company, distribution company, independent sales force 
or broker; such power could be exercised upon a finding by the ad- 
ministrator that the insurance then in force does not provide 


adequate protection; 


that the mutual fund, management company or distribution company, 

as appropriate, should maintain insurance against the risks Sspeci— 
fied in classes B, C, D and E in the footnote ta paragraph BIBS: 
such insurance where the mutual fund concerned has total net assets, 
alone or together with other mutual funds under common management 
with it, in excess of $5,000,000 should be not less than $600, O00 
with respect to the risks described in classes B and C, and not 

less than $250,000 with respect to the risks described in classes 

D and E; corresponding amounts in other cases should be $250, 000 


and $100,000, respectively; 
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(5) that each insurance policy issued in compliance with recommendations 

4{1) to (4) should contain provisions ‘specifying: 

(a) that no cancellation or amendment by either party shall be ef- 
fective unless and until fourteen days prior written notice of 
such cancellation or amendment is given to the appropriate admin- 
istrator; this would include any reduction in coverage made pur- 
suant to an amendment of the resolution or similar document 
referred to in recommendation (1); and 

(b) that the protection provided by the policy will be available for 
a loss resulting from an insured risk if the loss is discovered 
within two years after it occurs, regardless of whether the 


insurance policy is then in ‘effect: 


(6) that each organization which maintains insurance in compliance with 
recommendations (1) to (4) should be subject to a statutory obliga- 
tion to report forthwith to the appropriate administrator any claim 


made under any such policy; 


(7) that recommendations (1) to (6) should be implemented by being embodied 
in regulations rather than legislation to facilitate expeditious change 
and should be kept under continuing review by the appropriate admin- 


istrator; and 


(8) that insurance requirements applicable to contractual plan service 
companies should be determined in the formulation of conditions sub-= 
ject to which an exemption would be granted pursuant to paragraph 


8.64, recommendation (12). 


Custody of Mutual Fund Shares or Units 


Saud Many distribution companies, including most of those which engage 
in extensive sales operations, provide facilities to retain in cus- 

tody shares or units purchased from or through them. Such facilities ‘are 

made available both as a convenience to investors and to simplify the admin- 


istrative operations of the distribution companies. Each objective is a 
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desirable one, and we accept that custodial arrangements of this type can often 
be a considerable convenience for all concerned. Particularly after the im- 
plementation of our proposal in paragraphs 13.72 to 13.78 for the prohibition 
of secondary markets, any liquidation of mutual fund shares or units would 
almost invariably be effected through redemption rather than through sale to 

a third party. There is, then, little need for the investor to have a share 
certificate or similar document as evidence of his title. It must, however, 

be recognized that the organization which acts as custodian assumes responsi- 
bilities the proper performance of which is essential for adequate investor 


protection. 


6.42 The principal matters which require consideration in connection with 
the custody of mutual fund shares or units are different from those 
dealt with in preceding sections in connection with the custody of assets of 
the mutual fund. In the latter context, safekeeping of the documents which 
represent title to the various assets is of great importance; with the cus- 
tody of mutual fund shares or units, safekeeping is of less importance than 
precision of records. In many cases, no actual document is issued to repre- 
sent the shares or units held in custody, since administrative necessity 
dictates more expeditious handling of transactions than would be consistent 


with the issuance of such a document. 


8.43 The problems involved in the custody of mutual fund shares or units 

are the same whether the distribution company itself acts as cus- 
todian or delegates that function to an outside organization. The exact 
arrangements followed are affected, in the case of incorporated mutual funds, 
by legal requirements concerning registrars and transfer agents. We have 
concluded that, except in the case of contractual plans, the distribution 
company should be permitted to act as custodian for the beneficial holders of 
mutual fund shares or units, but that the review procedure in such cases 
should be at least as rigorous as that applied where a separate organization 
so acts. In cases where a separate custodian is appointed, it need not be 


required to satisfy capital or other requirements, again except in the case 
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of contractual plans; with that exception, any organization legally qualified 


so to act should be permitted to be a custodian of shares or units. 


O yelp In any case where a distribution company, broker or independent sales 
force establishes an arrangement under which it or a custodian desig- 
nated by it is to hold shares or units sold (or received on the reinvestment 
of dividends, or both) and effects sales on that basis, we have concluded 
that complete information concerning the arrangement should be filed with the 
appropriate administrator before sales are made under it, or forthwith after 
the enactment of the legislation if the arrangement is then in effect. Such 
information should include a copy of the custodial agreement when an organi- 
zation other than the distribution company is to act as custodian, onia copy 
of the declaration of trust or other document which sets out the terms upon 
which the distribution company will itself actiias custodian) In eithervevents 
complete information concerning the record-keeping procedures to be followed 
should be supplied; if electronic data processing equipment is to be used; 
the description should include a review of verification procedures and of 
the extent to which written information concerning transactions is available 
to supplement the electronic records. » All) material so filed should belkepe 
current through the prompt filing of amendments to agreements and of descrip- 


tions which reflect material changes in procedures. 


8.45 We have considered whether the nature of the books and records kept 
by the custodian of shares or units should be prescribed by regu- 
lation. ‘Oursconclusion is that such a regulation is not immediately meeded? 
and that the industry practice may establish a sufficiently high standard 
that it will remain unnecessary. The legislation should, however, provide 
authority for the passage of such a regulation at a later date. If that 
authority is exercised, the information contemplated by the preceding para- 


graph should establish compliance with the resultant regulation. 


8.46 The only instances in which the administrator should have the oppor- 
tunity to consider record-keeping procedures before custodial arrange- 


ments are implemented are cases where the shares concerned are to be purchased 
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under a contractual plan; this is dealt with in paragraph 8.55. Implementa- 
tion of other types of custodial agreements should be permitted immediately 
on delivery of the relevant material to the administrator. However, the ad- 
ministrator should have the right to inspect all books and records relevant 
to custodial arrangements for shares or units. If he should find in any case 
that procedures or record-keeping arrangements are inefficient or inadequate, 
he should have authority to suspend the further sale of shares or units under 
those custodial arrangements until the problems are resolved, or to require 
the distribution to the persons beneficially entitled of the shares or units 
held in custody. These powers would, we anticipate, be rarely exercised; 
instead, when deficiencies are found in the procedures followed, the adminis- 
trator would discuss the matter with the persons concerned in order to arrive 


at appropriate procedural changes. 


8.4.7 Implementation of the requirements outlined in preceding paragraphs 
would significantly increase the quality of protection available 
to investors whose shares or units are held in custody, but would not resolve 
all the questions involved in such arrangements. One important question con- 
cerns the fees paid for the custodial service. In paragraph 10.119 we propose 
that a maximum limit should be imposed on service charges payable under con- 
tractual plans. We have concluded that, with this exception, no substantive 
restrictions are necessary on the fees charged for the custody of mutual fund 


Snares or units. 


8.48 The custodian of mutual fund shares or units should have no lien or 
other claim against the shares or units held in custody, except to 
the extent of any claim for payment of service fees specifically contemplated 
by the relevant contract; nor should the custodian have authority to encumber 
such shares or units as security for obligations of the custodian. This is 
an important principle, and should be implemented either through a require- 


ment that the necessary provisions be included in the custodial agreements 
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or, preferably, by a statutory provision which restricts the rights of credi- 
tors of the custodian. Such a provision would not be practicable with respect 
to the assets of the mutual fund because of the variety in types of assets, 
but there would be no difficulty in its specific application to shares or 


unitsooL thermmutual funds 


8.49 Suggestions have been made to us that we should propose the enact- 
ment of a regulatory scheme concerning the exercise of voting rights 
attached to shares or units held in custody. Problems such as those which 
arose during the Commonwealth-Channing proxy battle, alluded to in paragraph 
6.20, are advanced to support the need for such a scheme. We have concluded 
that a regulatory scheme concerning voting rights should relate only to the 
limited range of matters upon which we propose that all shareholders or unit- 
holders should be given the right to vote, as indicated in paragraphs 6.45 to 
6.58 and elsewhere in this report. It is, we feel, unnecessary to prescribe 
a regulatory scheme concerning votes on matters as to which the right to vote 


is Notemequaredaby statutes 


Bee On those matters concerning which a vote of shareholders or unit- 
holders is required, we have concluded that the applicable legisla- 
tion should specify that custodians must provide the right to vote to persons 
beneficially entitled to shares or units held in custody. The legislation 
should also require the custodian to send copies of the relevant material con- 
cerning any pending vote on a matter as to which a vote is required, to those 
persons shown by its records as the beneficial owners of shares or “units held 
in custody, and to provide them with a reasonable opportunity to give instruc- 
tions concerning their votes. Instructions received from such holders should 
be binding. The custodian could act as proxy, but should not be’ permitted 
to exercise the voting power attached to shares or units held in custody 
without specific instructions from the beneficial holders of such shares or 
units. The absence of provisions such as proposed in this paragraph could 


negate the value of requirements for a vote. 
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For the reasons set out in this section, we recommend: 


that subject to paragraph 8.64, recommendation (1) concerning cus- 
todial agreements for contractual plans, and subject to the following 
recommendations, either the distribution company or any other legally 
qualified organization should be permitted to act as custodian for 


shares or units sold; 


that any organization engaged in the distribution of mutual fund 
shares or units which establishes an arrangement under which it or 
a custodian designated by it is to hold shares or units sold (or 
shares or units received on the reinvestment of dividends paid on 
shares or units sold) and effects sales on that basis, should file 
with the appropriate administrator a copy of the custodial agreement 
or of the declaration of trust or other document which sets out the 
terms of the custody together with complete information concerning 
record-keeping procedures followed or to be followed; if electronic 
data processing equipment is to be used, such information should 
include a review of verification procedures and of the extent to 
which written information concerning transactions is available to 
supplement the electronic records; all material so filed should be 
kept current through the prompt filing of amendments to agreements 


and of descriptions which reflect material changes in procedures; 


that subject to paragraph 8.64, recommendation (1) with respect to 
contractual plans, custodial agreements could be continued or com- 
menced after the filing proposed by recommendation (1) without the 


consent of the administrator being necessary; 


that the legislation should provide for the passage, by regulation, 
of requirements concerning the books and records to be maintained 

by the custodians of mutual fund shares or units; if such require- 
ments are passed, the information filed pursuant to recommendation 


(2) should establish compliance with such requirements; 


Zap 


that the appropriate administrator should have the right to inspect 

all Books and records relevant to custodial arrangements falling 

within recommendation (2) in order to assess the procedures and the 

quality of record-keeping; if he should find the procedures or the 

record-keeping to be inefficient or inadequate he should have the 

further power: 

(a) to suspend the further sale of shares or units under these cus- 
todial arrangements until the problems are resolved, or 

(b) to require the distribution of the shares or units held in cus- 
tody to the persons beneficially entitled to them; 

neither of such powers should be exercised unless it appears unlikely 

that the situation will be resolved through discussions with the 


personsy concerned : 


that except for the payment of service fees specifically contem- 
plated by the relevant agreement the custodian should have no lien 

or other claim against the shares or units held in custody; appro- 
priate provision should be made to deny access to such shares or 
units on the part of creditors of the custodian. This could be 
accomplished through a requirement for the inclusion of necessary 
terms in the custodial agreement, or through direct statutory limita- 
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that legislation which implements our recommendations in paragraph 
6.59 and the paragraphs there referred to that shareholders or unit- 
holders of the mutual fund should be given the right to vote on 
certain ‘matters, should also specify that: 
(a) custodians of shares or units may not vote them on such matters 
except on the direction of the beneficial owners; 
(b) the custodian should send copies of the relevant material con- 
cerning any pending vote on such matters to the persons shown 
by its records to be the beneficial owners of shares or units 
held in custody, and should provide such persons with a reasonable 


opportunity to give instructions concerning their votes; and 
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(c) instructions received from the persons referred to in clause (b) 
should be binding on the custodian. 
Special Requirements Applicable 
to Contractual Plans 
8.52 In paragraph 7.46 we describe the reasons for our belief that the 
sponsor of a contractual plan should be recognized to assume a long- 
term commitment in favour of the planholder, and should therefore be subjected 
to requirements designed to ensure that it will be able to carry out that 
commitment. The prepayment of sales charges which is the basis of a contract- 
ual plan provides its recipient with a substantial advantage, and it is rea- 


sonable to expect that recipient to assume commensurate responsibilities. 


6.53 The important rights of the planholder are to have his plan serviced, 
and to have payments invested in shares or units, in each case at 

the specified charge or fee. Each right is of considerable value; an increase 

in service charges while the plan is in effect could have an adverse impact, 

although implementation of our recommendations in paragraph 10.119 

would restrict the possibility of abuse in this way by the imposition of a 

maximum service charge. The service charge should be the only compensation 

paid to the contractual plan custodian for his services. This restriction 

would not affect fees for reinvestment of dividends, services on redemption 

of shares or units, or similar matters not a necessary part of the contractual 


plan. 


Spey As the example given in paragraph 7,46 makes clear, the right to 
acquire shares or units at the specified sales charges is even more 
important to the purchaser than service charges, particularly in the later 
years of the contractual plan. If the right of the planholder to purchase 
shares or units at not more than the specified sales charge is to be satis- 
fied, shares or units of the mutual fund must. continue to be available, which 
means that it must remain in existence and qualified to sell. Continued ex- 
istence of the mutual fund cannot be made certain, but implementation of our 
proposal in paragraph 7.47 that investments through contractual plans should 


be prohibited except for mutual funds with over $1 million in total net assets 
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should minimize the possibility that the mutual funds concerned will cease 

operations. That alone would not be sufficient protection for the planholder. 
In the following paragraphs we make proposals designed to ensure adequate per- 
formance of other aspects of the long-term commitment that is inherent in con- 
tractual plans. These proposals are in large part based on the relevant pro- 


visions of the Investment Company Act of 1940. 


8.55 We have concluded that no contractual plan should be sold unless a 
properly qualified custodian agrees to service it. In paragraphs 
8.11 to 8.14 we discuss the qualifications that should be satisfied by the 
custodian of a mutual fund's assets, and make proposals in that connection. 
We have concluded that the same requirements should be applicable to custo- 
dianssofsshares; or unitsisoldsunders¢ortractual plans sei ineserare ineuries. 
that the custodian should be an institution duly qualified to act in’that 
capacity, subject to inspection by a governmental agency, and with an excess 
of capital over liabilities of not less than $500,000. A custodian satisfying 
these qualifications should be required to be appointed in any case where a 
contractual plan is offered, and should be obligated to perform under the 
contractual plan; the custodian should be prohibited from resigning unless 
replaced by a similarly qualified custodian which assumes all the obligations 
of the original custodian under the plan. Copies of the custodial agreement 
and of all amendments thereto should be required to be filed with the appro- 
priate administrator. Agreements entered into prior to the effective date 
of the legislation could be continued in effect without the consent of the 
administrator. An agreement entered into after that date should not be imple- 
mented without the administrator's consent; before giving consent, the ad- 
ministrator should consider not only the matters discussed in this section 


but also the adequacy of the record-keeping procedures of the custodian. 


8.56 All payments under a contractual plan should be made directly to the 

custodian and should be subject to the restriction on commingling 
proposed in paragraph 7.41. The custodian should deduct the service charge 
to which it is entitled, pay the appropriate sales or other charges in ac- 


cordance with applicable arrangements, and invest the balance in the mutual 
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fund on behalf of the holder of the contractual plan. The shares or units so 


acquired would be held by the custodian as trustee for the planholder. 


Bo 57 The proposals made in the preceding paragraphs would, in our opinion, 

adequately ensure that the services promised under the contractual 
plan were properly provided. They would not alone guarantee the continued 
availability of shares or units of the mutual fond2 Ltpisipossible that’ tollow- 
ing a transfer of the distribution and management contracts the transferees 
might wish to cease sales to the custodian. It is even conceivable that a 
distribution company might wish to cease such sales as a matter of business 
policy. We have concluded that before a contractual plan is made available 
to the public, arrangements satisfactory to the appropriate administrator 
should be established to ensure the continued availability of shares or units 
to the custodian. With an incorporated mutual fund, such arrangements might 
take the form of a contract between mutual fund and custodian, which the cus- 
todian would undertake to planholders that it would not amend to their detri- 
ment. With a trusteed mutual fund, appropriate provisions might be included 
in the trust agreement or declaration of trust, and ‘further supported by a 


contract between the trustee and the custodian. 


8.58 One problem would be left unresolved by the proposals made in the 
preceding paragraph. This is that the mutual fund might cease 
operations, or might not continue to be qualified for the sale of its shares 
or units. Either occurrence would obviously prevent completion of the plan 
as originally intended. We have concluded that provisions should be enacted 
to ensure fairness in these situations. First, prior to the issuance of con- 
tractual plans the custodian should obtain assurances from the management 
and distribution companies that they will exercise their best efforts to main- 
tain the mutual fund in operation and to avoid a lapse in its qualification 
to sell shares or units during the life of the contractual plan. It should 
be a condition of any transfer of the management or distribution contracts 
as described in paragraphs 11.16 to 11.26 that renewals of these represen- 


tations be obtained from the transferees. 
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8.59 The requirements proposed in the preceding paragraph should be sup- 

plemented by an obligation on the contractual plan sponsor to avoid 
loss to planholders if the mutual fund should cease operations, through liqui- 
dation or otherwise, or if its quabificationyto sell as Terminated win spite 
of the representations obtained. The contractual plan sponsor would be the 
organization which received the principal benefit of the excess sales charges 
paid in the early period. This would ordinarily be the distribution company, 
but in the case of plans serviced by contractual plan service companies it 
would be the broker or independent sales force which sold the plan. An obli- 
gation such as we suggest is presently assumed by some distribution companies. 
The prospectus of United Accumulative Fund Ltd. describes the obligation as 
follows: 

In the event that the Plan is terminated because Fund shares are no 

longer available for purchase, United will refund the sales charge 

deductions on investments made under the Plan to the extent that 

the percentage that such sales charge deductions bear to such in- 

vestments made exceed the percentage that the total sales charge 

deductions would have been to the total investments made if the 

Plan had been completed. 
It is possible that in some cases the qualification to sell of armitualeiund 
may be suspended for technical reasons and for a brief period. To allow for 


this possibility, the obligation here proposed should not become effective 


for ninetytdays ’aiter othe qualaticationiceases, 


8.60 In cases such as are contemplated by the preceding paragraph, it is 
possible that the contractual plan sponsor might be financially 
unable to satisfy the obligation suggested. The events which result in the 
unavailability of mutual fund shares or units might also result in insolvency 
of the contractual plan sponsor. The custodial agreement should specify that 
in such a case the custodian will endeavour to arrange for shares or units 
issued by a mutual fund with substantially similar investment objectives and 
practices to be acquired at a sales charge not in excess of the appropriate 
portion of remaining payments on the contractual plan. The custodian should 
then give to planholders the option to continue payments on their contractual 


plans, and to have those payments invested in that other mutual fund; accep- 
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tance or rejection of this option should have no effect on planholders' rights 
to previously purchased shares or units. Planholders who accept the option 
offered by the custodian should not be permitted to claim against the con- 
tractual plan sponsor pursuant to the statutory obligation proposed in the 


preceding paragraph. 


8.61 If the responsible persons determine to wind up the mutual fund or 
to cause it to cease sales of its shares or units, they should be 
permitted to discuss the proposal with contractual planholders and to attempt 
to persuade them to accept an alternative approach to those outlined in the 
two preceding paragraphs. The custodian should also have power to propose an 
alternative approach to the holders of contractual plans. In either case, 
m the holders of contractual plans that represent in excess of 66-2/3% of 
the amount paid under outstanding plans accept the alternative approach, all 
planholders should be bound by it. In other cases, the procedures outlined 


in the two preceding paragraphs should be applicable. 


8.62 Implementation of the recommendations made in this section might in- 
volve serious problems for the contractual plan service companies. 
Those companies presently in existence in Canada might be unable to qualify 
as custodians, or to find organizations qualified to assume such responsibil- 
ities. In addition, the distribution companies concerned might not co-operate 
with them in satisfying the proposed requirements. To prohibit these service 
companies from the issuance of new contractual plans might well make their 
continued operation impossible, thereby putting in jeopardy the rights of 
contractual planholders under outstanding plans. We have therefore concluded 
that the appropriate administrator should have power to exempt from the re- 
quirements suggested in this section contractual plans serviced by any con- 
tractual plan service company in operation in Canada at the time of passage 
of the relevant legislation, upon being satisfied that planholders were ade- 
quately protected. The exemption could be made subject to compliance with 
such conditions as the administrator thought fit. This specific exemptive 
power would in no way restrict the more general power proposed in paragraph 


Pa. 
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8.63 The requirements suggested in this section should not be compulsorily 
applied to contractual plans outstanding at the effective date of 
the legislation, although some organizations may extend such rights to plan- 


holders voluntarily. 
8.64 For the reasons set out in this section, we recommend: 


(1) that the sale of a contractual. plan, as defined in paragraph 10.125 
recommendation (1), should be prohibited unless the contractual plan 
is serviced by a custodian which has the qualifications described in 
paragraph 8.24, recommendation (2); a copy of the custodial agree- 
ment and of all amendments thereto should be required to be filed 
with the appropriate administrator, and agreements entered into 
after the effective date of the legislation should not be imple- 
mented without the consent of the administrator; before giving 
consent, the administrator should consider not only the matters 
referred to in the following recommendations but also the adequacy 


of record-keeping procedures of the custodian; 


(2) that the service charges paid to the custodian, under a contractual 
plan, which would be subject to a maximum limit under paragraph 10.125, 
recommendation (5), should be the only compensation paid to the 
custodian for its services; this restriction should not affect fees 
for reinvestment -of dividends, services on redemptions of shares 
or units, or similar matters which are not 4 necessary part of a 


contractual plan; 


(3) that the custodian should be subject to a statutory prohibition 
against withdrawal from his duties unless they are assumed by 


another custodian which satisfies the qualifications; 


(4) that all payments under a contractual plan should be made to the 
custodian, which should receive them subject to the prohibition 


against commingling recommended in paragraph 7.44, recommendation (6); 
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that the custodian should deduct from payments the agreed service 
charge for its own account, deduct and distribute sales charges in 
accordance with the plan, and invest the balance of each payment in 
mutual fund shares or units which it would receive as trustee for 


the planholder; 


that arrangements satisfactory to the appropriate administrator 
should be required to be made to ensure the continued availability 
to the custodian of shares or units while the mutual fund continues 
to exist and to be qualified for the sale of its shares or units, 


and while any contractual plan remains effective; 


that the custodian should be supplied with representations from the 
management company and the distribution company that they will use 
their best efforts to cause the mutual fund to continue to exist, 
and to continue to be qualified for sales of shares or units, while 
any contractual plan remains effective; and that no transfer of the 
management or distribution contracts as defined in paragraph 11.27, 
recommendation (2), should be permitted unless confirmation of such 


representations is obtained from the transferee or transferees; 


that in the event that the mutual fund ceases to exist or ceases for 
a period in excess of ninety days to be qualified to sell its shares 
or units, while any contractual plans remain effective, the con- 
tractual plan sponsor should, subject to recommendations (10) and 
(11), be required to pay to each planholder an amount equal to the 
excess of sales charges actually paid over what they would have been 
if the percentage deducted had been limited to what the percentage 
deducted as sales charges would have been, if the plan had been 


completed; 


that for purposes of recommendation (8) the contractual plan sponsor 
should be the organization which obtained the principal benefit of 


the excess sales charges described in that recommendation; in the 
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case of contractual plans sold by a distribution company it would 
ordinarily be the distribution company, and in the case of contractual 
plans serviced by a contractual plan service company it would ordi- 
narily be the broker or independent sales force directly responsible 


for the sale of thescontractual plan; 


{10) that in the event the contractual plan sponsor is unable to make the 
payment described in recommendation (&), the custodian should endeav- 
our to find another mutual fund with similar investment objectives and 
practices, shares or units of which can be acquired at sales charges 
not in excess of those deductible from remaining plan payments, and 
should then offer to continue to accept payments for investment in such 
mutual fund; a contractual planholder who accepts such offer should not 


be entitled also to enforce his claim pursuant to recommendation (8); 


(11) that either the custodian or the persons responsible for the opera- 
tion of the mutual fund should be permitted to propose an alternative 
to the procedures which would otherwise be required under recommen- 
dations (8) and (10); the alternative could be implemented for all 
holders of contractual plans if approved by holders who represent in 


excess of 66-2/3% of the amount paid in under all contractual plans; 


(12) that the appropriate administrator should have power to exempt, sub- 
ject vo compliance swith isueh (conditions jas; heaseesi bith contractua. 
plans issued by any contractual plan service company in existence 
when the legislation becomes effective, from the operation \of ‘the 


preceding recommendations; and 


(13) that recommendations (1) to (11) should not apply to contractual 
plans outstanding at the effective date of the legislation. 


Inspections, Including Records 
and Surprise Audits 


8.65 Regulatory systems often tend to weigh most heavily on the organi- 
zations for which they are least needed, namely those which are 


operated on an ethical basis and make it a policy to comply not only with the 


264 


letter but also with the spirit of applicable rules. Other organizations, 
those for which the regulations are often designed, might take a more cavalier 
attitude toward them; reliance on a strict interpretation of the letter of the 
law, by contrast with conscientious adherence to its spirit, can result in 
completely different methods of operation. Only by effective enforcement can 
the disparity be rectified. With regulations of the type proposed in this 
chapter, and with most of the recommendations in this report, effective en- 
forcement can only be attained with an adequate system of inspection. Com- 
pliance with many of the procedures proposed in this report could be confirmed 
only by personal inspection, and problems in other aspects of operations can 


be detected in that way before they develop into crises. 


8.66 The administrative authority responsible for the supervision of a 
financial institution is relied on to an increasing extent by public 
investors to prevent the dissipation of their money by fraud, theft or other 
risks not expressly or impliedly accepted by theinvestors, ¢This task isvas 
difficult as it is important: the very liquidity of the assets facilitates 
their rapid movement. If he is to carry out his obligations, the administrator 
must be given the necessary authority and the necessary support. In Chapter 
VI we consider various alternative techniques for the provision of continuing 
scrutiny, and are unable to arrive at a satisfactory technique for that pur- 


pose; this further accentuates the importance of the role of the administrator. 


8.67 The appropriate administrator should have authority at any time to 
inspect the books and records of any of the organizations discussed 
in this chapter. This should be true not only of the mutual fund, management 
company, distribution company, independent sales force, broker and contractual 
plan service company, but also of the various custodians. The authority should 
be exercised by the administrator not only through such visits as are necessary 
to deal with problems as they arise, but also through a regular programme of 
inspections. If the relevant legislation is provincially administered, the 
various paginas beacons concerned should co-operate to establish an effective 


inspection programme which will not involve unnecessary duplication for mutual 


265 


funds registered in more than one province. If it is nationally administered, 
the administrator should arrange a similar programme. While we strongly rec- 
ommend the development of such a programme, it would be unrealistic to antici- 
pate the immediate availability of resources sufficient for its development. 
It should instead be a goal attained over a period of time. The necessary 
delay in the implementation of a full inspection programme accentuates the 
importance of the only other inspection technique available, one which in our 


view ought properly to be supplementary to a regular scheme of inspection. 


8.68 In paragraphs 6.69 to 6.87 we discuss the appointment of the mutual 
fund auditor and his responsibilities for reporting in connection 
with the annual financial statements of the mutual fund. While the dis- 
cussion in those paragraphs is addressed to the responsibility owed by the 
auditor to the shareholders or unitholders, the recommendations made 
include a number of matters to be reported to the appropriate administrator. 
Implementation of those recommendations would significantly improve the value 
of the auditor's role in the regulatory scheme. But this is not the only 
responsibility that we think should be placed on the mutual fund auditor. As 
the only independent person, apart from the administrator and his staff, with 
access to the books and records of the mutual fund, the auditor can make a 
very valuable contribution by way of supplement to the inspection programme 


carried out by the administrator. 


8.69 Early in 1969 the Canadian Mutual Funds Association adopted a requir- 
ment that the auditors of its members conduct an annual inspection 

and report on the results to a central audit committee. In its February, 1969 

policy ruling* the Ontario Securities Commission accepted this principle and 

applied a substantially similar requirement to all mutual funds. We agree 

with the principle upon which these requirements are based, that the auditor 

of the mutual fund should be required to conduct an annual inspection on behalf 


of the appropriate administrator. Subject to the revisions proposed in the 


1, 


* Ontario Securities Commission, Policy Statement on Conditions of 
Registration, February 17, 1969, as subsequently amended. 
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following paragraphs, we have concluded that the relevant provisions of the 
Ontario Securities Commission policy ruling reflect appropriate procedural 
arrangements and should provide the basis for the new regulatory scheme, They 
ought, however, to be kept under constant review so that they will reflect 


the lessons gained by experience. 


8.70 The Canadian Mutual Funds Association requirement referred to in the 
preceding paragraph incorporates a detailed questionnaire to be com- 
pleted by the mutual fund and certified by the auditor in connection with his 
inspection programme. We have concluded that this is a desirable provision, 
and that, subject to certain comments in the following paragraphs concerning 
its contents, it should be made part of the general requirements. The ques- 
tionnaire should be kept under continuing review to verify that it requires 
a complete inspection of all matters likely to affect the mutual fund share- 
holder or unitholder. These include relevant aspects of the operations of 
the management company, the distribution company and the custodian of assets, 
as well as the mutual fund itself. In addition, we have concluded that the 
scope of the inspection should extend to the procedures followed on issuance 
and redemption of shares or units of the mutual fund, and to custodians of out- 
standing shares or units. Under the C.M.F.A. questionnaire procedures on 
issuance and redemption of shares or units need be inspected only if the trans- 
fer agent or registrar concerned does not. deal at arm's length with mutual 
fund, management company or distribution company. These procedures are impor- 
tant regardless of the relationship of the transfer agent or registrar and the 
questionnaire should therefore be revised so that the auditor will review these 


matters in all inspection. 


chee It could be contended that arrangements for the custody of outstanding 
shares or units are private matters to be resolved between the cus- 
todian and the beneficial owner of the shares or units, and are not properly 
within the scope of an inspection of the mutual fund. We accept this with res- 
pect to custodial agreements entered into privately by the shareholders or unit- 
holders concerned. We do not accept it with the more usual type of custodial 


agreement, defined in paragraph 8.44, which forms part of the basis for the 
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sale of shares or units. In our view, the latter type of custodial arrange- 
ments, and all custodial arrangements for shares or units purchased under con- 
tractual plans, fall properly within the scope of the inspection procedure. We 
have therefore concluded that the C.M.F.A. questionnaire, which extends to cus- 
todial arrangements for mutual fund shares or units only where the distribution 
company itself acts as custodian, should be amended to require that the auditor 
verify the accuracy and adequacy of the procedures followed regardless of the 
identity of the custodian. His access to the necessary books and records 


should be guaranteed by statute. 


6.2 It is very important for the inspection conducted by the auditor to 
be effected on a surprise basis. This is presently contemplated by 
the Ontario Securities Commission policy ruling, but not by the C.M.F.A. 
requirement; the latter should, then, be appropriately amended. The C.M.F.A. 
questionnaire is designed for completion at the time of preparation of the 
annual feport, “and revisions willebesnecessary inosadapl git etousurprisesius 
spections. The appropriate administrator should have authority to determine 
when the surprise inspection will occur, and to instruct the auditor accord- 
ingly. The superiority of an inspection conducted on a surprise basis over 
one conducted by pre-arranged appointment is too obvious to require elabora- 


tion here. 


oe Apart from the changes to the C.M.F.A. questionnaire required to 
implement the preceding conclusions, there is one other addition 
we think desirable. In paragraphs 6.84 to 6.86 we discuss the extent to which 
auditors may reasonably be expected to report on matters they regard as im- 
proper or illegal. For the reasons indicated in those paragraphs, we have 
concluded that in the report on his inspection the auditor should be required 
to report anything which has come to his attention that in his opinion may 
constitute evidence of an illegality, and permitted to report anything which 
has come to his attention that in his opinion may constitute evidence of an 
impropriety. Such provisions would encompass matters as to which no specific 
question was included in the questionnaire, or as to which the question included 


was not sufficiently precise to detect the suspected illegality or:impropriety, 
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8.74 Under the C.M.F.A. requirement, reports are made to an accountant 

appointed by the C.M.F.A. as “industry auditor", This procedure is 
accepted by the Ontario Securities Commission in its policy ruling, although 
under that ruling the industry auditor is required to report on certain matters 
to the 0.S.C. This arrangement should be considered and its continuance 


proposed in our discussion of self-regulation in paragraph 19.34. 


6.75 The Ontario Securities Commission policy ruling contains detailed 
provisions as to the records which must be kept in connection with 
the operations of a mutual fund, management company and distribution company. 
In keeping with the policy adhered to throughout this report on the question 
of records, we make no specific proposals on this matter. The relevant legis- 
lation should include provision that would permit appropriate requirements to 
be adopted by regulation. This will enable the regulations to be designed so 
as to reflect changes in industry practice which may result from the imple- 
mentation of this report. To ensure that adequate records are kept before 
the introduction of specific regulations, the legislation should require the 
organizations concerned to keep sufficient records to enable the auditor to 


certify all the replies in the questionnaire. 


5.76 Contractual plan service companies are not presently registered with 
securities administrators, and are therefore not subject to inspec- 

tion by them. We propose in paragraph 7.17 that their registration should 

be required. They should be subjected to an audit and inspection procedure 

at least as rigorous as that applied to mutual funds and their associated 

companies pursuant to the conclusions set out above, but the precise nature 

of the audit and inspection procedure can best be determined in the formula- 

tion of conditions subject to which they would be granted an exemption pursuant 


to paragraph 8.62. 
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cera 


While implementation of the suggestions in preceding paragraphs will 


be of considerable value in the regulatory scheme, we stress again 


that use of the mutual fund's auditor should be only supplementary to the in- 


spection activities performed by the administrator and his staff. We trust 


that emphasis placed on the role of the auditor will not be permitted to 


obscure the importance of the latter type of inspection activity. 
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i) 


For the reasons set out in this section, we recommend: 


that the appropriate administrator should be given authority to in- 
spect the books and records of any registered mutual fund, manage- 
ment company, distribution company, or contractual plan service com- 
pany at any time; and should also be given authority to inspect the 
books and records of the custodians of assets of registered mutual 
funds and of custodians under custodial agreements referred to in 


paragraph 8.51, recommendation (2); 


that adequate staff and facilities should be provided to the appro- 
priate administrator to permit the implementation of a regular in- 
spection programme of all organizations referred to in recommendation 
(1); if the relevant legislation is provincially administered, the 
appropriate administrators should co-operate in the development and 


application of the programme; 


that the auditor of each mutual fund, appointed pursuant to the 
recommendations in paragraph 6.88, should be required to conduct an 
annual inspection and to report to the appropriate administrator con- 
cerning the results thereof. The rules governing such inspection 
should be based on the corresponding provisions contained in the 
Ontario Securities Commission policy ruling of February 17, 1969, 
supplemented by a form of questionnaire for completion by the mutual 
fund and certification by the auditor. The questionnaire would be 
based on that required by the Canadian Mutual Funds Association, but 


subject to the following: 
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(a) the rules and the questionnaire should require that the inspec- 
tion include a review of procedures followed on the issuance and 
redemption of shares or units; 

(b) the rules and the questionnaire should require that the inspec- 
tion include a review of the custody of assets of the mutual fund 
and the custody of outstanding shares or units under custodial 
agreements referred to in paragraph 8.51, recommendation (2); 

(c) the rules should require that the auditor conduct the inspection 
on a surprise basis, on instructions received from the appropriate 
administrator ; 

(d) the questionnaire should be adapted for use in connection with a 
surprise inspection; and 

(e) the questionnaire should require the auditor to report to the 
administrator anything which has come to his attention that may, 
in his jopinion eiccnstitutetevidernce of amu legarity, ‘and (permaiG 
him so to report anything which has come to his attention that 


may, in his opinion; constitute evidence: ofjanwanmpropriety ; 


(4) that the legislation should grant authority for the passage of regu- 
lations with detailed requirements concerning books and records to 
be kept by mutual funds, management companies and distribution com- 
panies; the legislation should specify that the books and records 
kept be sufficient to enable the auditor to certify the questionnaire 


referred to in recommendation (3); and 


(5) that procedures at least as rigorous to those contemplated by recom- 
mendations (3) and (4) should be formulated for application to con- 
tractual plan service companies in the formulation of conditions 
subject to which an exemption would be granted pursuant to paragraph 


8.61, recommendation (12). 
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CHAPTER IX 


TRANSACTIONS MOTIVATED BY CONFLICTS OF INTEREST 


9.01 In the introductory paragraphs of Chapter VI we discuss various types 
of risk to which the mutual fund may be subject, apart from those 
attributable to investment decisions made in good faith. Of these types, the 
most difficult problems are posed by investment decisions which are motivated by 
considerations other than the best interests of the mutual fund. The investment 
manager accused of causing the mutual fund to implement a transaction in order 
to benefit him or his company rather than to benefit the mutual fund can, except 
in the most flagrant situations, defend the transaction as a valid investment 
decision. Yet it is apparent that the investment manager or management company 
which is so inclined is in an excellent position to obtain benefits from muuwee 
fund transactions, in any of a multitude of ways. This possibility and the 
legislation appropriate to avoid it are discussed in this chapter, together with 
the closely related topic of insider trading. The various potential abuses con- 


sidered in this chapter all arise from conflicts of interest. 


9.02 Control of potential abuses arising from conilicts of interest) ise2 
perennial topic of discussion because of its intrinsic importance and 
because it presents a host of difficult value judgments each of which requires 
that the scope of what is desirable be weighed against an assessment of what is 
workable in practice. It may be that in the ideal world affairs would be so 
conducted that no person would ever be in a position where his interest con- 


flicted with his duty. We do not live in such a world, and it seems unlikely 
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that we ever will; it is therefore necessary to accept the existence of at least 
some conflicts of interest, and to determine the manner in which they may best 


be limited and controlled. 


9.03 Organized society operates in large part through arrangements whereby 
the many delegate to the few responsibility for the conduct of some 
aspect of the affairs of all. This is the essence of government; of business 
organizations; and of almost every other kind of association. In all these 
situations a constant tension exists between the desire to control those en- 
trusted with responsibility in order to prevent them from succumbing to con- 
flicts of interest, and the desire to provide them with maximum discretionary 
power in order that a flexible policy may be pursued in the best interests of 
all concerned. This tension increases with the number of persons who delegate 
responsibility, and with the scope and importance of the delegation. It has 


rarely been satisfactorily resolved. 


9.04 Legislatures and courts have long been aware of the problems created by 
conflicts of interest, and have tried to deal with them through a de- 
termination of whether impugned transactions satisfy a statutory standard of 
conduct. The nature of this standard differs between situations; it may be the 
Tiduciary standard of a trustee, the fiduciary standard of a corporate director, 
the requirement that an employee serve his employer, or the civil law standard 
of the prudent administrator. Under existing law, any or none of these stan- 
dards might be applicable with respect to actions taken by the management of a 
mutual fund, depending upon the form of organization of the mutual fund and upon 
the position in that organization of the individuals concerned. This means that 
significant differences exist in the legal responsibilities to which persons 


responsible for mutual fund management are subject. 


05 In the introductory paragraphs of Chapter VI we explain why we believe 
the problems considered in that chapter, Chapters VII and VIII and this 

chapter to be worthy of special attention in the context of mutual funds al- 

though they may be said to be present to some extent with any public company. 


That explanation is relevant here, but there is an additional reason why prob- 
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lems of conflicts of interest deserve special attention in the context of 
mutual funds. This arises from the differences between the mode of compensation 
of senior management of mutual funds and that of other public organizations. In 
most industrial companies, a considerable portion of the reward to the senior 
managers is derived from their direct interest in the enterprise. Often they 
will hold a large number of shares; in many cases they are granted options for 
the purchase of shares at fixed prices over a period of time. In either event, 
they derive a direct benefit from the success of the organization and have less 
incentive to take actions inconsistent with the best interests of shareholders 
generally. In the mutual fund situation, on the other hand, it is less frequent 
for managers to look to the success of the mutual fund to generate their compen- 
sation. Options on shares or units have been infrequent in the past and we re- 
commend their abolition in the future for the reasons indicated in paragraph 5.60. 
Large holdings of shares or units by senior managers are comparatively infre- 
quent, and even where they exist they rarely form the major asset of individuals 
concerned. The principal reward of the senior managers is derived from manage- 
ment fees or sales charges, and while these may be affected by the performance 
of the mutual fund the connection is less direct than is true with an industrial 
company manager who benefits directly from an increase in value of his company's 
shares. This might be expected to increase the susceptibility to conilictsmoL 


interest of the mutual fund manager. 


9.06 It should be emphasized that the considerations advanced in the pre- 
ceding paragraphs are not meant to imply that transactions designed 
to benefit management rather than the mutual fund are prevalent or even fre- 
quent in the Canadian industry, although as the next paragraph indicates, they 
do occur. In the United States, the Investment Company Act of 1940 was pre- 
ceded by a study that established abuses to be wide-spread, particularly among 
closed-end investment companies. At the beginning of our work as a committee 
we decided that an investigation of the scope and nature that preceded passage 
of the 1940 Act was not necessary. No allegations had been made that practices 


Similar to those found to exist among investment companies in the United States 
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during the 1930's were present on a wide-spread basis in the Canadian mutual 
fund industry; those of us who are securities administrators and other provin- 
cial securities administrators not members of the Committee, were aware of some 
transactions that might be criticized, but believed that the incidence of trans- 
actions designed to benefit management rather than the mutual fund was so low 
that it did not constitute a major problem of the industry. While for this 
reason we did not conduct an inquiry into this specific question, we have 
studied other aspects of industry operations and have accumulated much infor- 
mation concerning them. Nothing we have ascertained during the course of this 
study has changed our opinion concerning the degree of incidence of self-serving 


transactions. 


9.07 Our opinion that self-serving practices are not prevalent in the Can- 

Ssdian mutual fund industry has not led us. to conclude that no controls 
are necessary in this area. The considerations outlined above establish at 
Teast the potentiality for acute conflicts of interest. We are aware of several 
specific situations which, although not representative of wide-spread practices, 
have caused us considerable concern. In at least two cases management has 
caused a mutual fund to invest in securities of other companies associated with 
management in transactions that we find difficult to accept as motivated by 
sound investment policy from the viewpoint of the mutual fund. In large numbers 
of cases mutual funds have purchased securities underwritten by associated bro- 
kerage firms, and while we cannot conclude in any specific instance that the 
purchase was not motivated by sound investment policy we regard such transac- 
Gions as particularly susceptible of abuse. Finally, the importance of pro- 
wiestons Go deal/with confdacts of interest is increased by ‘our ‘conclusion ‘in 
Chapter VI that there is no feasible technique available whereby those respon- 
sible for the operation of the mutual fund can be subjected to continuing 


scrutiny by the shareholders or unitholders or by a surrogate on their behalf. 


9.08 .Reference is made in paragraph 9.04 to the fact that the courts and 
legislatures have evolved standards of conduct designed to control 


conflicts of interest. In the next section of this chapter we comment on the 
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deficiencies of such standards, and on the three principal problems to be re- 
solved by legislation in this area. We then consider the approach adopted in 
the 1940 Act with respect to these three problems. Finally we set out our own 
recommendations concerning each problem, considering them in separate sections. 
In the concluding section of the chapter we discuss the specific problem of 
controls over trading by mutual fund insiders on the basis of confidential in- 


IPOPAMSNE LOIN, - 


Adequacy of Existing Rules Controlling 
Conflicts of Interest; Questions to be Resolved 


9...09 We do not propose here to set out a description of the various tests 

presently embodied in the civil and in the common law and designed to 
control conflicts of interest... To’ dovso would requires conplete texGpoc. 
which could add little to material already available. A number of Canadian 
commentators, including governmental committees, have commented on these rules 
in the past few years and have uniformly found them deficient.* The deficien- 
cies involve the definition of transactions which are to be regarded as abusive; 
the remedies to be applied when such transactions are detected; and procedures 
to facilitate disclosure of transactions that may fall within the definition. 


These three problem areas are discussed in the following three paragraphs. 


DO lO) In paragraph 9.0) we indicate that there is a considerable degree of 
variety in the nature of the standards applied under existing law to 
the managers of mutual funds. Jf the mutual fund is incorporated, certain com- 
paratively rigorous fiduciary standards apply to its directors. Somewhat 
different standards apply to its officersijor, employees who are, not’ directors: 
and the standards applicable to the management company, which usually has the 
effective decision-making power, may differ from either of these. If the 
mutual fund is organized as a trust, very different legal considerations apply. 
Not only is this diversity of standards undesirable, but the standards are 
themselves inadequate. The Interim Report to the Ontario Legislature of its 


Select Committee on Company Law, referred to in the footnote to paragraph 9.09, 


Examples include: Ziegel (ed.), Studies in Canadian Company Law (1967) 102 
and 207; Select Committee on Company Law, Interim Report, Toronto: 
Legislative Assembly, 1967. 
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contains a discussion of the deficiencies in the standards applied to corporate 
directors. Similar remarks could be made with respect to each of the other 
general standards. Most have been judicially evolved and, while desirable so 
far as they go, are not designed to take into account the complexities of modern 
corporate and business life. A definition of abusive transactions must be for- 
mulated which is capable of application to mutual funds generally, however 
organized, and is adequate to deal with the range of problems that may arise. 


This problem is discussed in paragraphs 9.18 to 9.31. 


am lL The remedies to be applied when abusive transactions are detected in- 
volve two problems: substantive remedies and enforcement. The sub- 
stantive remedies must be so designed as to deal with the wide variety of 
Emansactions that may occur, and to do so.in such a way that; the shareholder 
or unitholder will not suffer more from the remedy than from the abuse, En- 
forcement procedures must resolve the difficulties attendant upon the fact that 
fais type of litigation is notoriously difficult, so that.a major financial 
commitment is involved in the commencement and .continuance of proceedings. The 
scope of this commitment is augmented by the practice that prevails in Canada, 
unlike the United States, whereby the losing party in judicial proceedings is 
ordinarily required to pay the court costs and most of the legal expenses 
incurred by the successful litigant. In addition, lawyers in Canada may not 
accept cases on a contingency basis, an ethical restriction that we regard as 
desirable but which may further reduce the number of questionable transactions 
that are in fact challenged. All of these problems are considered in para- 


eraphsy 9.33 to 9.40. 


oa However sophisticated a definition of abusive transactions may be, it 
is of no value unless questionable transactions are somehow brought to 
the attention of persons who may be prepared to take appropriate proceedings 
against them. This involves disclosure, a constant theme of this report that 
Nere arises in, one of its most difficult aspects. An otherwise perfectly ac- 
ceptable transaction may be subject to question for a variety of reasons. The 
most obvious such reasons, but by no means the only ones, are the relationship 


between the parties involved; the price paid or received; service or agency 


re 


fees paid; or the fact that the transaction facilitates a related transaction 
effected. or .to be effected by an officer sor director. e2kt 1s obvieusly not teas 
sible to require wide-spread dissemination of information concerning every 
transaction effected by a business organization in sufficient detail to permit 
any of these types of abuse to be detected. iin this context «some: ofithe usual 
approaches to the implementation of a disclosure requirement must therefore be 
reconsidered. This is done in our discussion of this problem in paragraphs 9.42 


to 9.6, 


The Investment Company Act of 1940 - 
The United States Approach 


O13 In the United States, the second problem considered in tne sorecedin= 
Section, that-of costs,.i8 mot as major 2 consideration as ineCenada. 
The unsuccessful litigant is not ordinarily required to pay the costs of tie 
other party to the proceedings, and the contingent fee 1s permitved Ss iccocc. 
ingly, the 1940 Act does not deal specifically with this problem.) It coes jen-= 
body detailed provisions relating to each of the other problems discussed in 
the preceding section, provisions that are comparatively rigorous in recognition 
of the very serious abuses found to exist by the study which preceded passage of 
the Act. The philosophy and objectives of these provisions are well reflected 
by the preamble to the legislation, which ineludes a declaration that 
the national public interest and the interest of investors are 
adversely affected - ... 
(2) when investment companies are organized, operated, managed, 
or their, portfolio, securities! are selected, tinithe Anten= 
est of directors, Cliicéers, iInveswment advisers, 1c oG-— 
itors, or other affiliated persons thereof, in’ the Gnteresr 
or underwriters, brokers, or dealers, in .the interes acs 
Sspecialsclasses of their security holders) or in sthesii ems 
est of other investment companies or persons engaged in 
other lines of business, rather than in the interest of 
ali classes, ofgisuch, tonpenies '=secunivyaholders Je, a. 
ia Le It seems appropriate to review the relevant provisions of the 19, Oukeu 
since they embody a method of approach to the problems here being con- 


sidered that has proven satisfactory in the opinion of the Securities and Ex- 


change Commission, the responsible administrative authority. The following 


* Investment Company Act of 1940, Sec. 1 (b)(2). 
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discussion draws heavily on a memorandum prepared for us by Mr. Milton Kroll 
and Professor Louis Loss, although space limitations necessitate a comparative- 
ly brief summary. It should be noted that the 1940 Act includes relevant pro- 
visions in addition to those with which we are here concerned. The most 
important of such provisions are those for unaffiliated directors, discussed 


in paragraphs 6.31 to 6.44. 


O15 Most of the provisions in the 1940 Act designed specifically to deal 
with conflicts of interest rely heavily on the definition of the phrase 
Naffiliated person" contained in that Act, a definition set out in paragraph 
6.37. In the following discussion of the 1940 Act provisions, we use the word 
Ntoffiliate" instead of “affiliated person", Some of the provisions extend to 
transactions involving the affiliate of an affiliate. In view of the fact that 
affiliates of a particular company are defined to include, but are not limited 
to, persons who hold 5% or more of its voting securities, and companies of 
whose voting securities it owns 5% or more, it will be readily appreciated that 
the net of “affiliate of an vaffiliate™ is cast very far. Even the concept. of 
affiliation, without extending it to an affiliate of an affiliate, can some- 
times encompass a large number of companies with some of which the investment 
company in question has virtually no connection. This approach presumably 
represents a value judgment on the part of the Congress of the United States to 
the effect that the importance of an adequate resolution of abuses was so great 
as to justify the enactment of a provision that might be unduly wide, in order 


to be certain that it would encompass all self-dealing transactions. 


9.16 In’the provisions with which*we are here’ concerned, the [940 Act 
embodies specific prohibitions rather than a generally applicable 
Standard in its definition of the types of transaction subject to question. A 
mutual fund in the United States is also subject to the relevant provisions of 
the laws of its state of organization, and such laws ordinarily embody a general 
standard of responsibility; in addition, another provision of the 1940 Act 
subjects directors and officers to liability for gross abuse of trust. The 
Specific prohibitions included in the legislation relate, in brief, to: the 


purchase of underwritten securities if any officer, director, member of an 


Che, 


advisory board, investment advisor, or employee of the mutual fund, or any af- 
filiate of any of them, isa principal underwriver ol the issue) thespurcnese 
of securities from, the loan of money to, or the sale of Securities to, an 
affiliate; the entry into a joint transaction with an affiliate or the affili-= 
ate of an affiliate; and the payment to an affiliate or the affiliate of an 
affiliate, of compensation (apart from a regular salary), on the purchase or 
sale of property by the mutual fund, except that where the affiliate or affili- 
ate of an affiliate is a broker he may be paid not more than the usual and 
customary commission, if the transaction is effected in the course of ‘his busi 
ness as such. This summary statement of the classes of proscribed transaction 
gives an indication of their extent and of the careful fashion in which the 
legislation was prepared so as to encompass all types of self-dealing trans- 
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Malay The problem of disclosure of questionable) transactions is) resolved 
through the use of the Securities and Exchange Commission as a sur- 
rogate.. Transactions falling within the defined classes referred to inithe 
preceding paragraph may not be implemented without an exemption from the S.E.C. 
Exemptions may be granted pursuant either to rules of general application, or 
to orders made in specific cases. The general power has been used in the 
promulgation of regulations dealing with certain’ classes of cases; perhapsecae 
most important of these is one that specifies the circumstances in which a 
purchase of underwritten securities may be made although a principal under- 
writer of the issue is an affiliate’ of the mutual fund. “Avymitual funds thar 
proposes to implement a transaction which is prohibited by the relevant pro- 
visions, and for which no exemption is available under the regulations of 
general application, must obtain an exempting order from the Securities and 
Exchange Commission or abandon the transaction. It is of interest to quote 
the remarks made by Mr. Kroll and Professor Loss on the procedures in this 
connection: 
In practice, the consideration of interpretative question relating 
to, and the consideration and processing of applications for, ex- 
emptive orders under this statutory pattern have been among the 
principal activities, ofstheiS,B.C. iantits. regulationseis investment 
companies. Customarily, preliminary discussions as to the appli- 


cation of one of the statutory prohibitions and the availability 
of an exemption are discussed informally with the S.E.C. staff, 
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When it is determined that a statutory bar to a transaction applies, 
the staff will indicate whether or not it will oppose an application 
for exemption. Generally staff opposition is tantamount to refusal, 
although the applicant is, of course, free in any case to file the 
application and go through a quasi-judicial, contested hearing before 
a hearing examiner. The ultimate decision is made by the Commission. 
In most instances, time requirements alone render it impractical to 
contest the staff's position, particularly when the problem relates 
to matters such as purchase during an underwriting or similar ques- 
tions. 


Even when the staff agrees that an exemption should be granted; the 
procedure is rather time-consuming. A formal application, which 
usually is reviewed informally by the staff in advance, must be 
filed and notice ... is published. There is a minimum twenty-day 
waiting period between the date of filing and disposition of the 
matter by order. The notice invites any interested person to re- 
quest a hearing. If no one requests a hearing during the twenty-day 
period, the Commission acts on the application and staff recommen- 
dation. If a hearing is requested, the procedure noted above is 
followed. 

X X X 
Obviously, this administrative procedure requires the services of a 
large and relatively able staff in view of the volume and complexity 
of the problems involved. In the fiscal year ended June 30, 1966, 
213 applications were filed with the S.E.C. under various sections 
of the Act, of which 183 were disposed of and 100 were pending at 
the year-end. Of the 213, 20 relating to Section 17 .exemptions 
[Section 17 contains the relevant provisions except the one relat- 
ing to underwritings ] were pending at the start of the year; L8 
were filed during the year, 48 were closed and 21 were pending at 
the end of the year. Only a very small number of applications (3) 
were filed under Section 10(f). {The Section containing provisions 
relating to underwritings]. This is due to the fact that in 
December, 1958, a conditional exemptive rule was adopted under this 
section with specified guidelines for exemption. 


The volume of applications under Sections 10 and 17 in fiscal 1967 
was about the same. There were 70 pending applications under 
Section 17, of which 49 were filed during the year under that 
section, 46 were closed and 24 were open at year-end. The statis- 
tics as to volume of applications do not tell the full story of 

the time and attention involved in these matters. The staff screens 
out and discourages some applications; others are revised consider- 
ably after staff conferences. 


Because of the heavy reliance on staff for resolution of these pro- 
blems and the need for consistency and uniformity, it is question- 
able (at least in the United States) whether such a statutory ex- 
emptive apparatus would be at all feasible if the regulatory and 
exemptive powers were not vested in a single, national authority.* 


The remarks set out in this quotation had a considerable influence on the 


formulation of the recommendations discussed in the following three sections. 


Dee ee ee ee 


* Kroll and Loss, Self-Dealing Prohibition in Mutual Fund Legislation. A 
report:‘to the Canadian Committee on Mutual Funds and Investments Con- 
tracts, (Cambridge and Washington, 1968) page 4 (footnotes omitted), 
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Prohibited Transactions and 
Standards of Responsibility 


G.18 The first problem to be resolved in the regulation of conflicts of 
interest is the definition of transactions that are to be regarded as 
abusive. We regard the standards embodied in existing legislation and case-law 
as inadequate, and we have concluded that a standard applicable with respect 
to all mutual funds should be embodied in legislation. The difficulty is to 
determine the nature of the standard, and its manner of application. A variety 
of alternatives are available. The standard could take the form of precise 
definitions of prohibited transactions, ras’ in the 1OLO-acy or couldepe a year. 
eral statement of responsibility, or some combination of these approaches. 


Between these approaches an entire spectrum of alternatives is available. 


9.19 There are two noteworthy precedents in Canada, although neither has 
become law at the time of writing. The first is a bill proposed for 

passage in Ontario, the Business Corporations Act, 1968, (introduced before 

the Legislature of Ontario on May 17, 1968 as Bill 125). The second is a 

series of bills proposed for passage federally.* The provisions of these bills 

provide examples of the alternative approaches described in the preceding para- 

grapn. Bill 125 of Section 131 would provide that 


Every director and officer of a corporation shall exercise the powers 
and discharge the duties of his office honestly, in good faith and in 
the best interests of the corporation, and in connection therewith 
shall exercise the degree of care, diligence and skill that a reason- 
ably prudent director or officer would exercise in comparable 
circumstances’. 


Supplementary provisions designed to resolve the problem of costs are referred 
to in paragraph 9.37. The bill cohtains’ no ‘specific provision desienedate 
force disclosure of transactions that may violate the quoted standard. 


The bills are:. The Investment, Companies, Act, Bill S-17; An -actetosamend 
the Canadian and British Insurance Companies Act, Bill 5-35; An Act to 
amend the Trust Companies Act, Bill S-37; An Act to amend the Loan Com- 
panies Act, Bill S-38. Bill S-17 was introduced on November 12, 1968, 
and the other Bills on May 6, 1969. While Bill S-17 has been withdrawn 
for revisions, statements at the time of the withdrawal as to the sec- 
tions to be revised did not refer to Section 8, with which we are here 
concerned. 
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9.20 Each of the bills proposed for passage federally would subject a class 
of financial institutions to a prohibition of certain types of invest- 

ments. These provisions, to which we refer as the "federal self-dealing pro- 

hibition", are set out in a footnote.*-. They would apply to insurance compan- 


* The federal self-dealing prohibition as it appears in Bill S-17 is, with 
one major exception, virtually identical to the corresponding provisions 
in Bill S-35 (Section 8, amending Section 33 of the Canadian and British 
Insurance Companies Act); Bill S-37 (Subsection 25 (11), adding Section 68A 
to the Trust Companies Act) and Bill S-38 (Section 29, adding Section 60C 
to the Loan Companies Act). The major exception is that the latter three 
bills include a subsection referred to as the "downstream investment" pro- 
vision which does not appear in Bill S-17. When reference is made in the 
text to the federal self-dealing prohibition, we intend the term to include 
the downstream investment provision. The latter three bills also include 
minor variations designed to relate their provisions to the classes of 
financial institutions affected by them. Because of the latter variations, 
we here set out the relevant provisions of Section 8 in Bill S-17, to- 
gether with the downstream investment provision of Bill 5-35. 


(1) No investment company shall knowingly make an investment 
(a) by way of a loan to 


(i) a director or officer of the company, or a spouse or child 
of such atdirector®or) officer, or 


(ii) an individual, his spouse or any of his children under the 
age of twenty-one years if either the individual or a group 
consisting of the individual, his spouse and such children is 

a substantial shareholder of the company; 


(b) in a corporation that is a substantial shareholder of the company; 


(a) Min a cor porationnin twhich 
(i) an individual mentioned in sub-paragraph (i) of paragraph (a), 


(ii) an individual who is a substantial shareholder of the 
company, 


(iii) any corporation that is a substantial shareholder of the 
company, or 


(iv) a group consisting exclusively of individuals mentioned in 
sub-paragraph (i) of paragraph (a) 


has a significant interest. 


Cet loge caper tert 


(3) For the purposes of this section, 


(a) a person has a significant interest in a corporation, or a group 
of persons has a significant interest in a corporation if, 


(i) in the case of a person, he owns beneficially, either 
directly or indirectly, more than ten per cent, or 
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ies, loan companies and trust companies subject to federal authority. They 
would also apply, under Bill S-17, to federally-incorporated companies that 
borrow money for the purpose of investment, except for companies subject to 
separate regulatory statutes such as insurance companies and banks. The defini- 


(ii) in the case of a group of persons, they own beneficially, 
either individually or together and either directly or in- 
directly, wore: than fifty pers cent 


of the capital stock of the corporation for the time being out- 
standing; 


(b) a person is a substantial shareholder of a corporation, or a 

group of persons is a substantial shareholder of a corporation, if 
that person or group of persons owns beneficially, either individually 
or together and either directly or indirectly, equity shares to which 
are attached more than ten per cent of the voting rights attached 

to all of the equity shares of the corporation for the time being 
outstanding; and in computing the percentage of voting rights attached 
to equity shares owned by an underwriter, there shall be excluded the 
voting rights attached to equity shares acquired by him as an under= 
writer during the course of distributten_to the public by him of such 
shares; 


(c) "equity share" means a share of any class of shares of a corpora- 
tion to which are attached voting rights exercisable under all cir- 
cumstances and a share of any class of shares to which are attached 
voting rights by reason of the occurrence of any contingency that 

has occurred and is continuing; 


(d) "investment" means 


(i) an investment in a corporation by way of purchase of bonds, 
debentures, notes or other evidences of indebtedness thereof 
or shares’ therecls “or 


(ii) a loan to a person or persons 


but. does not include an advance or loan, whether secured, or insecured, 
that is made by an investment company to a corporation and that is 
merely ancillary to the main business of the investment company; and 


(e) "officer" means the president, vice-president, secretary, assis- 
tant secretary, comptroller, treasurer and assistantaimedsure: ene 
corporation and any other person designated as an officer of the 
corporation by by-law or by resolution of the directors thereof. 


(4) Where any person or group of persons is a substantial shareholder of an 
investment company and, as a consequence thereof and offthesapplication oF 
this section, certain investments are prohibited for the investment company, 
the Minister may, by order, on application by the investment company, ex- 
empt from such prohibition any particular investment or investments of any 
particular class if he is satisfied that the decision of the investment 
company to make or hold any investment so exempted has not been and is not 
likely to be influenced in any significant way by that person or group 

and does not involve in any significant way the interests of that person 

or group, apart from their interests as a shareholder of the investment 
company. 
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tion of investment company is more complicated than this brief description would 

indicate, but would not include mutual funds because they do not ordinarily 

borrow money. The federal self-dealing prohibitions reflect an approach some- 
what similar to that of the 1940 Act, with an absolute prohibition of certain 
types of transaction unless an exemption is first obtained from the appropriate 
authority (in this case, the Minister responsible for administration of the 
legislation). The prohibited transactions would include investments by a com- 
pany subject to the Act in, or loans by it to, individuals or corporations 
related to it in the manner described in the federal self-dealing prohibition. 

The individuals and corporations subject to the proscription include directors 

and officers of the investment company, and their spouses and children, They 

also include any individual who, either alone or together with his spouse and 
his minor children, owns 10% of the voting stock of the investment company; any 
corporation with that large a percentage of voting stock; and any corporation 
in which any of the foregoing owns more than 10% or any group of the foregoing 
owns more than 50% of the capital stock, Additional provisions encompass any 
corporation in which any of the foregoing owns more than 10%, or a group com- 
prised of directors or officers of the company subject to the prohibition alone 
or together with their spouses or children owns more than 50% of the capital 
stock. A downstream investment provision, contained in all of the bills ex- 
cept Bill S-17, extends the companies in which investments may not be made to 
certain subsidiaries of companies caught by the preceding tests, on the basis 
of a complicated definition which relates to the percentage of ownership in the 
subsidiaries. 
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The following is the downstream investment provision which forms part of the 
corresponding section in Bill S-35. 

(4) For the purposes of this section, where a person or a group of persons 
owns beneficially, directly or indirectly, or pursuant to this subsection 

is deemed to own beneficially, shares of a corporation, that person or group 
of persons shall be deemed to own beneficially a proportion of the shares of 
any other corporation that are owned beneficially, dimectiyyvori indirectly, 
by the first mentioned corporation, which proportion shall equal the propor- 
tion of the shares of the first mentioned corporation that are owned bene- 
ficially, directly or indirectly, or that pursuant to this subsection are 
deemed to.be owned beneficially, by that person or group of persons. 

(5) Notwithstanding subsection (4), where a person or a group of persons owns 
beneficially, directly or indirectly, any shares of the Capital stock pat te 
company, that person or group of persons shall be deemed not to own bene- 


ficially any of the shares of any corporation that are beneficially owned 
or deemed to be beneficially owned by the company. 
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oP ae The three sets of legislative provisions described in the preceding 
section and in the preceding paragraphs of this section provide a good 
representation of the variety of approaches which may be adopted to deal with 
conflicts of interest. The 1940 Act imposes a wide but very specific prohibi- 
tion of certain types of transactions which applies unless exemptions are ob- 
tained from the Securities and Exchange Commission as a surrogate for the 
investor. The federal self-dealing prohibition follows a similar approach, but 
defines prohibited transactions much more narrowly; under it, the Minister 
assumes a responsibility similar to that of the Securities and Exchange Com- 
mission under the 1940 Act’ provisions. Section 125 of the draft Business*¢or- 
porations Act (Ontario) eschews the approach of the 1940 Act altogether, in 
favour of a general definition of the responsibility owed by a corporate direc- 


tor to his company. 


Oeee In our consideration of an appropriate approach for adoption in 
Canada, we rejected the 1940 Act provision for two principal reasons. 
The first is that we concur with the statement in the last paragraph of the 
quotation set out in paragraph 9.17, that prohibitions as sweeping as these 
in the 1940 Act could only be feasibly administered on the federal level. The 
second principal reason is that even if national administration is available we 
do not think the 1940 Act provisions would be appropriate in Canada. The wide 
definition of “affiliate™ and hence of “affiliate of an affiliate" is ‘cruci 
to the provisions, but adoption of such definitions for a similar purpose in 
the smaller and more closely interwoven Canadian economy would result in an 
undue constraint on the investment activities of many mutual funds, particu- 
larly those which form part of large financial complexes. The federal self- 
dealing prohibition resolves this problem through the use of a definition that 
encompasses a narrower class of persons or companies as related, and by pro- 
hibiting only direct investments rather than the wider range of transactions 


caught by the 1940 Act provisions, which are summarized in paragraph 9.16. 
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D.23 We have concluded that the federal self-dealing prohibition would be 
workable even if administered on a provincial basis, but that because 
it is considerably narrower than the 1940 Act it would not alone be adequate 
to deal with problems of conflicts of interest in the context of mutual funds. 
It should be supplemented by an additional specific prohibition and by a gen- 
eral standard of responsibility similar to that in the draft Business Corpor- 
ation Act (Ontario). These three would together constitute an adequate regu- 
latory scheme. Their details are considered in the following paragraphs: the 
federal self-dealing prohibition in paragraphs 9.24 to 9.27, the additional 
prohibitions in paragraph 9.28, and the general standard of responsibility in 


paragraphs 9.29 to 9.31. 


9.2h In the event that the federal self-dealing prohibition is revised 
prior to the final passage of the bills in which it is included, it 
would be desirable for legislation implementing our recommendations to embody 
similar revisions, if not inconsistent with our recommendations. In addition, 
there are certain changes that we think should be made in the provisions of 
the federal self-dealing prohibition for its effective application to mutual 
funds. The classes of persons or companies in which investments are not per- 
mitted should extend to those having the defined relationships with the manage- 
ment company or with the distribution company of the mutual fund, whether 
or not they also have the defined relationship with the mutual fund itself. 
They should also extend to companies in which the mutual fund has a major 
interest; specific recommendations on this point are made in paragraph 12.71. 
Technical changes would be necessary in order that the legislation could be 
applied to mutual funds organized as trusts or in other forms of organization 


rather than the corporate form. 


B25 Perhaps the most important changes that we think should be made in 

the federal self-dealing prohibition as applied to mutual funds relate 
to special situations that may fall within the spirit of the legislation but may 
not be encompassed by its precise language. We are concerned that the per- 


centage figures used in that prohibition may be too high; a person could have 
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a major interest in a company with less than 10% of its voting shares, as 
could a group with less than 50% of the voting shares. Equally, there may be 
situations in which a company or person should not be included within the 
proscription-although the specifiedipercentagcsiami temarcesabiciied mune 
crucial factual question in the determination of whether a particular person 
or company is associated with a mutual fund ought to be whether an investment 
in “orwar Loanitoshimeortt might “nesters aabenerit, ue ImecU poe nldnec Chm 
any person or company with the power to influence investment policy of the 
mutual fund. Should that be the case; the formers personyor icompany oughiasca 
be regarded as associated with the mutual fund; if that is not the case, the 


person or company ought not to be regarded as associated with the mutual fund. 


9.26 in view of the considerations described) im ithe preceding: panecraph. 
we have concluded that the definition in the federal self-dealing 
prohibition of persons or companies in which investments, and to which loans, 
may not be made should be subject to the power of the administrator to 
rule thatwspecitieds persons wor scompanies (do; mons onnot aia awue nine 
definition regardless of its terms; this power would be wider than that of 
the Minister under the federal self-dealing prohibition. Either on his own 
motion or on application by an interested person, the appropriate adminis- 
trator could declare either that a person or company not caught by the 
definition was associated with the mutual’ fund, »or thatua person “orsconpany 
caught by the definition was not associated with the mutual fund. In the 
latter case, the order could be madersubject) to vcompliance with such) condi 
tions as the administrator thought fit. The issue relevant to either type of 
order would be the question postulated in the preceding paragraph, and in 
either event the order could be conditioned to be effective only for a 
specified period or so long as specified facts remained unchanged. In the 
following discussion, the term "associates" is used to refer to the persons 
and companies caught by the proscription, either as encompassed by the defini- 


tion or by reason of an administrator's order. 
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ral Legislation applicable to mutual funds should confer on the appro- 
priate administrator an additional power, similar to that of the 
Minister under the federal self-dealing prohibition, to exempt classes of trans- 
action by regulation, or specific transactions by order, from the compliance 
with specified conditions. A transaction or class of transactions should be 
permitted if it can be established either that they represent the business 
judgment of the responsible persons, uninfluenced by considerations other than 
mhe best interests of the mutual fund, or that: the transaction is in fact in 
the best interests of the mutual fund. We have considered whether it would be 
feasible to confer this exemptive power, and that described in the preceding 
paragraph, on the courts in order to permit a single decision with national 
effect under a procedure similar to that described in Appendix D. We have 
concluded that this should not be done until that procedure has proven work- 
able after an experimental period, but that the possibility of such an adjust- 
ment should be kept under continuing review if the relevant legislation is 
provincially administered. An appeal should lie in any event to the courts 


from an administrative decision applying these exemptions. 


9.28 As indicated in paragraph 9.23, we have concluded-that in the con- 
text of mutual funds the federal self-dealing prohibition should be 
supplemented by an additional, specific, prohibition. This would encompass 
every transaction in which an associate, as defined in paragraph 9.26, of the 
mutual fund received any fee or other compensation, apart from brokerage 
charges or fees paid pursuant to a contract clearly disclosed in the pro- 
Spectus. Exemptive powers similar to those described above should be appli- 
cable with respect to this prohibition. We can conceive of few if any situa- 
tions in which this prohibition will constitute a serious impediment to the 
implementation of desirable transactions, and there should be some restric- 
tion on the extent to which fees may be paid by mutual funds to associated com- 


panies pursuant to undisclosed arrangements. 
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9.29 The third part of the proposed regulatory scheme outlined in para- 
graph 9.23 involves the application of a general, statutory standard 
of responsibility similar to that, contained. in, Section) 131 of thesdratG, Busi} 
ness Corporations: Act (Ontario): This sections iseset, oul in peragraniso.1 oy 
and would serve to catch abusive transactions which were so framed as to es- 
cape the. specific prohibitions proposed in preceding paragraphs. Two questions 
must be resolved in its application to mutual funds: the statement of the 
standard, and the persons to whom the standard should apply. As to the first 
question, we have concluded that Section 131 as it applies to mutual funds 
should impose on those responsible for the management of a mutual fund an 
obligation to exercise their powers and discharge their duties honestly, in 
good faith and in the best interests of the mutual fund. The additional lan- 
Buage contained in Section. 131, which, would require;oiticers, andsdireciorsage 
exercise the degree of care, diligence and skill that reasonably prudent 
officers or directors would: exercise, in the. circumstances... 41s noLynecessarwme ce 


deal with conflicts of. interest. 


9.30 The question of to whom the standard is applicable is one of consider- 
able difficulty in the context of mutual funds as a,result of the nature and 
variety of their organizational arrangements. With incorporated mutual funds, 
for example, the contracts under which the management and distribution functions 
are delegated to other organizations purport to reserve control in the board 

of directors, a reservation that would in any event be dictated by company law, 
The significance of the reservation varies from case to case; in paragraphs 
6.13 to 6.30 we describe the Commonwealth-Channing proxy battle, one instance 
in which the board of directors of the mutual fund took an active role in 
management. On the other hand, in many cases advice received from the manage- 
ment company is implemented without question by the mutual fund. The latter 
situation is similar to that which ordinarily prevails with an unincorporated 
mutual fund, although in some cases the unincorporated mutual fund has a board 


of trustees independent of management. 


290 


ook We have concluded in view of the nature of our recommended statutory 
standard, which would impose no affirmative duty beyond a requirement 
that powers be exercised honestly, in good faith and in the best interests of 
the mutual fund, that the persons subject to it should include both those with 
the legal power or right to control the mutual fund, and those who in fact are 
able to do so. In an incorporated mutual fund, the board of directors would be 
included in the first category and in all cases the management company would be 
in the second category. Where doubt exists concerning what persons or organi- 
zations are subject to the standard, they could be resolved by a preliminary 
fact-finding at the outset of judicial proceedings arising from a particular 


transaction. 
“Ry For the reasons set out in this section, we recommend: 


(1) that, subject to the following recommendations, legislative provisions 
substantially similar to the provisions quoted in the footnote to 
paragraph 9.20,or to those provisions as finally enacted (if not in- 
consistent with the reasons for this recommendation as explained in 
this section), should be enacted for application to mutual funds, 
provided that: 

(a) the persons and companies investments in which, or loans to which, 
are prohibited should be defined by reference to the management 
company and the distribution company of the mutual fund, as well 
as by reference to the mutual fund itself; 

(b) the persons and companies referred to in clause (a) should also 
include companies in which the mutual fund has an interest, as 
recommended in paragraph 12.74, recommendation (3)(b); 

(c) such technical changes as are necessary should be made to permit 

effective application of the section to mutual funds organized as 


trusts; 


(2) that, for purposes of the following recommendations, the "associates" 
of a mutual fund are those persons or companies in which it may not 
invest, and to which it may not lend money, under the prohibitions 


here proposed; 


eo. 


(3) 


that the appropriate administrator should, subject to recommendation 

(5) and notwithstanding recommendation (1), have power to order: 

(a) that a person or company was not an associate of a particular 
mutual fund; such order would be based on a finding that an 
investment in or a loan to that person or company would not 
result in a benefit, direct *orsvindirect prtogany person or scom= 
pany with the power to influence investment management of the 
mutual fund, andsthesorderscould ube madessub jectatoscompiiance 
with such conditions as the administrator thought fit; or 

(b) that a person or company was an associate of a particular mutual 
fund; such order would be based on a finding that an investment 
in or loan to that person orecompany might result@insanvencia 
direct or indirect, to any person or company with the power to 
influence investment management of the mutual fund; 

any such order could be made notwithstanding the scope of the defini- 

tions contained in legislation implementing recommendation (1), and 

eould* be conditioned to beseffectiveronly Mor varspecifredspertodean: 


so long as specified facts remained unchanged; 


that, subject to recommendation (5) and notwithstanding recommendation 
(1), the appropriate administrator should have power to exempt a 
class of transactions by regulation; orvavparticular itransactiongny, 
order, from the prohibitions contained in the legislation proposed 

in recommendation (1); such a regulation or order would be based on 

a finding that the class of transactions or the particular trans- 
action represented the business judgment of the responsible persons 
uninfluenced by considerations other than the best interests of the 
mutual fund, or that the transaction is in fact in the best interests 
of the mutual fund; any such regulation or order could be made sub- 
ject to compliance with such conditions as the administrator thought 
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(7) 


that, if the relevant legislation is provincially administered, con- 
tinuing consideration should be given in the light of experience under 
the procedure described in Appendix D to whether the court should have 
power, following a similar procedure, to make an order with national 
effect as to any of the matters contemplated by recommendations (3) 
and (4); the ordinary right of appeal should in any event be avail- 


able from administrators' orders on such matters; 


that, in addition to the transactions contemplated by recommendation 
(1), a mutual fund should not be permitted to enter into any trans- 
action) in. which an-associate of the mutual fund) will) receive any fee 
or other compensation apart from brokerage charges or fees paid 
pursuant, tora icontract cleandy disclosed, in. the, prospectus +sicex= 
emptive powers similar to those described in recommendations (3) 


and (4) should be provided from this prohibition; 


that those responsible for the management of a mutual fund should 
be subject to a statutory obligation to exercise their powers and 
discharge their duties honestly, in good faith and in the best in- 


terests of the mutual fund; and 


that, for purposes of recommendation (7), those responsible for the 
management of a mutual fund should include both those with the legal 


poWwermory Piet toecontrolei tay and:-those whol instactiareiable tomdo so: 


Remedies; Procedural Problems, Including Costs 


9.33 


It would be pointless to enact detailed provisions to define abusive 


transactions and a statutory standard of responsibility without in- 


cluding appropriate remedies for violations of the requirements. Yet such 


remedies may be difficult to define and to apply without causing the mutual fund 


wivestors a20git1 onlaleharniegs this.~difficuity can,9 in oum.opinion, best..be dealt 


with through a wide grant of authority to the court, which will enable it to 


devise an appropriate remedy for transactions found to have contravened the 


statutory requirements. The diversity of possible situations is such that no 


Ago 


more specific remedy can be propounded with any certainty as to its adequacy. 
We have therefore concluded that where a court finds that a transaction con- 
stituted a violation of the statutory requirements, it should have power to 
determine a remedy appropriate to the particular case. It could order that 

the transaction be rescinded, with the parties returned to their original 
positions; that damages be paid; that an injunction issue prohibiting or res- 
tricting similar transactions in*thesfutures or could grant other revel, 

Such an arrangement would be adaptable to any of the infinite variety of trans- 


actions that might be challenged. 


oa Even a wide and flexible remedial provision such as proposed in the 
preceding paragraph can be effective only if adequate procedures are 
made available for its enforcement. The lack of availability of such pro- 
cedures has been one of the principal reasons for the comparative infrequency 
of litigation under Canadian statutory provisions that specify the responsi- 
bilities of those in control of business enterprises. The problems involved 
are in part procedural; for example, the courts limit the circumstances in 
which a corporate shareholder may conduct a derivative or representative 
action on behalf of his company.* Of even greater significance are the pro- 
blems of costs, outlined in paragraph 9.11. ~In our” determination of the 
appropriate procedures to avoid these problems, we have taken cognizance of 
the opinion held by many commentators in Canada that it would be unwise to 
"let down the flood-gates" by the introduction of legislation that might 
result in litigation against corporate officers and directors on the scale 
experienced in the United States. To° some extent, we*share this comcern,. 
litigation commenced on a speculative basis without reasonable grounds for 
the existence of a cause of action is undesirable, For that reason, we agree 
with the prohibitions against acceptance by Canadian lawyers of actions on a 
champertous or contingency basis. On the other hand, we think that facility 


should be provided for any transaction that might reasonably be regarded as 


* Foss v Harbottle (1843), 2 Hare 461, 67 E.R. 189 (Ch.) discussed in 
Ziegel (ed.), Studies in Canadian Company Law (1967) 545. 
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abusive to be challenged, even if that would increase the volume of litigation. 


In any event, we very much doubt that there would be a major increase. 


9.35 We have concluded that legislation which embodies the statutory pro- 
hibitions and the standard of conduct in the preceding section should 
clearly specify that the appropriate administrator or any shareholder or unit- 
holder of a mutual fund, provided that the shareholder or unitholder was such 
at the time of the transaction complained of, is authorized to commence and 
continue an action in which he alleges that a transaction or transactions fell 
Within the’ classes of prohibited transactions, or constituted a violation of 
the statutory standard, or both. The action would be conducted on behalf of 
the mutual fund, which would be named as a plaintiff. Defendants in the 
action would include those found, as described in paragraph 9.31, to have the 
legal power and right of control over the mutual fund, or in fact to be able 
to control it, and therefore to be subject to the standard with respect to 
cue particular’ mutual fund.“ Defendants could also include, iff thought fit, 
the other party or parties to the transaction complained of, and any other 
persons or companies necessary to enable the court to provide an appropriate 
Pemcay. «lt the muvual fund is incorporaved, or if’ it is ‘organized as*a trust 
with specified trustees or governors able to act on behalf of the trust, its 
board of directors or equivalent body should have the right to initiate the 
proceedings; they should also have the right where the action is commenced 
by an administrator or by a shareholder or unitholder to apply for a court 
order granting the mutual fund conduct of the proceedings. Such an order 
should be granted only if the court is satisfied that the mutual fund would 
prosecute the litigation at least as effectively as would the original 


plainvifT.. 


9.36 When the action is being carried on by the mutual fund itself, either 
under a court order made pursuant to the conclusions in the pre- 
ceding paragraph, or because it initiated the action, any shareholder or unit- 
holder who was such at the time of the transaction or transactions complained 
of should have the right to carriage of the action on showing that it is not 


being prosecuted diligently by the mutual fund. Statutory provisions to this 


ee 


effect would in our opinion, be sufficiently flexible for successful applica- 
tion in all of the various situations that may arise. ~“These,arrangements would 
facilitate challenges to the questionable transactions. Further provisions 


would be necessary to resolve the problem of costs. 


934. With respect to costs, it is helpful again to consider precedents from 
other legislation... The federal, self-dealing. prohibition does, notvedea 
with this question. The proposed Business Corporations Act (Ontario), Bill 125, 
contains a provision that would permit the court to order the corporation on 
behalf of which a derivative action is carried on to pay the shareholder- 
plaintiff interim,costs, toassist,in,the, conductjof the proceedings. ss .uch 
an order could be made upon a finding, so far as here relevant, that the share- 
holder-plaintiff had made reasonable efforts to cause the corporation to com- 
mence or continue the action, that he is acting in good faith and that "it is 
prima facie in the interests of the corporation or its shareholders that the 
action be commenced", The shareholder-plaintiff would, however, be account- 
able for such interim costs in the event the action should ultimately be dis- 
missed with, costs.. The latter requirement, in our, opinion, would.result an 
a Significant reduction of the practical value of the legislation; our recom-= 
mendation as to costs is similar in principle to the draft Business Corpor- 


ations, Act, provision,» but. avoids that: requirement, 


9.38 The second noteworthy precedent 1s contained in The Securities Ace 
1966 (Ontario) and in the corresponding legislation of several other 
provinces. It relates to insider trading, and provides that a court may orges 
the administrator to carry on proceedings on behalf of a company against a 
person or company alleged to be liable to the company for transactions effected 
in contravention of the insider trading rules. Such an order may be made upon 
application by a shareholder of the company, upon a showing of reasonable 
grounds for belief that the company has a cause of action and that it has 
failed to commence or to continue the appropriate proceedings. To the time 


of writing, no order had been made under these provisions. 
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29 In our opinion, neither of the procedures concerning costs that are 


outlined in the preceding paragraphs would be appropriate for adoption 


| 
’ 
j 
| 


| quired to conduct at its own cost litigation of an essentially private nature 


with respect to mutual funds. We do not believe that government should be re- 


on behalf of a company, the benefits of which will accrue to that company; we 
| therefore disagree with the technique in the provisions of the securities acts 
applicable to insider trading cases. We concur with the principle upon which 
the provisions of the proposed Business Corporations Act (Ontario) are based, 

since it seems to us appropriate that an organization should pay the costs of 

an action conducted for its benefit. As indicated above, we do not agree with 


the requirement of the latter provisions that interim costs be accounted for. 


9.40 We have concluded that the court should be given discretion, at any 
stage of an action, to order that all costs accrued thereafter by 
the plaintiff, including costs assessed against him, be paid by the mutual 
fund.” ‘The order could, in) the further’ discretion of the court, “encompass 
previously accrued costs, and could be made subject to compliance with such 
Bondations, asthe’ court, thoughtyfit: all’ costs paid pursuant) to the order 
would, of course, have to be assessed by the appropriate judicial officer. 
Costs awarded to the plaintiff who has the benefit of such an order should be 
charged to the mutual fund involved. Such an order would be made if the court 
was satisfied that the mutual fund, (or its trustee, if it was organized as 
a trust), had failed to commence the action or that it had commenced the 
merson but failed to prosecute the proceedings diligently, and if the court 
was also satisfied that continuance of the action was prima facie in the best 
micerests of the mutual fund or its shareholders or unitholders. In its 
Consideration of the latter point the court could take into account the 
relationship between the potential benefit to be derived from the litigation 
and the costs involved in its prosecution. The court would have power to 
rescind or amend this order at a later date if it was being abused, although 
in the absence of fraud it could not deny the right to costs accrued prior 


to the rescission or amendment. 
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Pegs) 


For the reasons set out in this section, we recommend: 


that in cases where the court finds that a transaction constitutes 

a violation of the prohibitions or of the statutory standard of res<= 
ponsibility enacted pursuant to paragraph 9.32, it should have wide 
authority to determine a remedy appropriate to the particular case, 
including but not limited to rescission of the transaction; damages; 


and injunctive remedies; 


that any shareholder or unitholder of a mutual fund who was such at 
the time of the transaction or transactions complained of, or the 
appropriate administrator, should be authorized to commence and to 
continue in the name of the mutual fund an action in which he alleges 
that a transaction or transactions by the mutual fund violated legis- 


lation enacted pursuant to recommendations in paragraph 9.32; 


that the defendants to an action pursuant to recommendation (2) could 
include any or all of the persons to whom the statutory standard of 
conduct is applicable pursuant to paragraph 9.32, recommendation 

(8); the other party or parties to the transaction or transactions 
complained of; and any other persons or companies necessary to 


enable the court to provide an adequate remedy; 


that the action contemplated by recommendation (2) could also be 
initiated by any board of directors or other body which properly 
represents the mutual fund; in the event that the action is commenced 
by a shareholder or unitholder or by the appropriate administrator 
such board of directors or other body could apply for a court order 


giving it conduct of the proceedings; 


that where the action is being carried on by the board of directors 
or other body pursuant to recommendation (4), any shareholder or 
unitholder who was such at the time of the transaction complained 

of, or the appropriate administrator, could«apply,toythe courteet 

any time to be given carriage of the action on the ground that it wae 


not being prosecuted diligently by the mutual fund; 
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(6) 


that where the action is carried on by the board of directors or other 

body pursuant to recommendation (4), legal and other costs should be 

paid by the mutual fund; where it is carried on by a shareholder or 
unitholder or by the appropriate administrator pursuant to recom- 
mendation (2) or to recommendation (5), the court should have power 
at any stage of the action to order that all costs accrued by the 
plaintiff including all costs assessed against him, be paid by the 
mutual fund; such an order could, at the discretion of the court, re- 
late back to the commencement of the proceedings and would be made 
upon. the basis of the following findings: 

(a) that the board of directors or equivalent body of the mutual fund 
had failed to commence the action or had commenced it but had 
failed to prosecute it diligently; and 

(b) that continuance of the action was prima facie in the best in- 
terests of the mutual fund and its shareholders or unitholders. 
In the determination of this point the court could take into 
account the relationship between the potential benefit to be 
derived from the litigation and the costs involved in its prose- 
(cab hwy lk) ate. 

any order made pursuant to this recommendation could be made subject 

to compliance with such conditions as the court thought fit; costs 


awarded should be assessed by the appropriate judicial officer; and 


the court should have power at any time to rescind or amend an order 
made pursuant to recommendation (6), but in the absence of fraud, such 
rescission or amendment should not affect costs accrued to the date 


of the rescission or amendment, 


Disclosure of Potentially Abusive Transactions 


Oe 


The application of a statutory standard of responsibility, and the 


availability of a judicial procedure to enforce that standard, will be 


of little value unless transactions susceptible of challenge are disclosed to 


persons who will be prepared to carry on the litigation necessary to challenge 


them. We comment in paragraph 9.12 on the difficulties involved in the appli- 


re) ] 


cation of a disclosure requirement designed to reveal abusive transactions, 
but we have concluded that a serious attempt should be made to require such 
disclosure. In our opinion, the most feasible technique for this’ purpose is 
that which has been adopted in several provinces to enforce disclosure of in- 
formation relating to insider trading. A report should be made to the appro- 
priate administrator concerning each transaction that falls within certain 
defined categories, and the administrator should have authority to publish any 
or all of the reports received. We would anticipate that the power of publi- 
cation would be used, so that shareholders or unitholders could be alerted to 
any doubtful transactions. We have considered whether a copy of reports made 
with respect to a mutual fund should be required to be disseminated to its 
shareholders or unitholders on a regular basis, but have concluded that such 
a requirement would be unduly onerous. Whether or not the reports are pub- 


lished, they @should! bel availiable, for? publiceinespect fon’ 


Ou In the implementation of the disclosure requirements we propose, it 
should be made clear that transactions are not to be regarded as 
prohibited transactions or as violations of the statutory standards of res- 
ponsibility merely because they must be reported. Equally, a transaction may 
be. subject to challenge even though it is not required to be reported. The 
list of transactions to be reported should be designed to encompass those 
which present the greatest potentiality for abuse but should be sufficiently 
restricted that only a comparatively small per cent of transactions of any 


mutual fund would have to be reported. 


Seah: In determining the categories of transactions that should be required 

to be reported to the appropriate administrators, we have made use of 
much simplified version of the categories of self-dealing transactions defined 
in the 1940 Act. For reasons substantially similar to those set out in para- 
graph 9.22, we have rejected? the 1910 Act “definition of affiliated erson a7 
favour of the narrower approach adopted in the federal self-dealing prohibi- 
tion, as modified by our conslusSions in paragraphs 9.24 to 9.27. In the 


following paragraphs, the associates of a mutual fund are persons or companies 
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investments in which or loans to which are prohibited for that mutual fund 


under our conclusions, 


9.45 We have concluded that a report to the appropriate administrator should 
be required with respect to any transaction made by a mutual fund and 
falling within any of the following categories, such report to be made by the 


management company within thirty days following the end of the month in which 


' the transaction occurs: 


(a) A purchase from or a sale to an associate; this would include a loan 
whether made by the associate to the mutual fund or by the mutual fund 
to the associate. In many cases one or more brokerage firms will be 
associates of the mutual fund, and this category will include all 
purchases of securities from, and sales of securities to, such bro- 
kerage firms. There might be many such transactions, and we make a 
suggestion below designed to relieve the burden which would be in- 


volved if a report was required for each of them; 


(b) A purchase or sale effected through an associate acting as agent, 
with respect to which the associate received a fee either from the 
mutual fund or from the other party to the transaction, or from both 
of them. The comment made in category (a) with respect to cases where 


brokerage firms are associates is also applicable here; and 


(c) Any transaction in which, by arrangement, the mutual fund is a joint 
participant with an associate; it should be noted that we do not 
anticipate that this category will include instances where an insider 
of the management company effects transactions in the market on the 
basis of his information concerning programmes of accumulation or 
liquidation proposed by the mutual fund, a topic upon which separate 


recommendations are made later in this chapter. 


9.46 As indicated in the comments made above, categories (a) and (b) will 
in some instances apply to a considerable number of transactions; the 


same may, in certain situations, be true of category (c). We have concluded 
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that the administrators to whom the reports are required to be made should be 
entrusted with authority to exempt classes of transaction from the reporting 
requirement, subject to any conditions that might seem appropriate. This power 
should be used to grant an exemption from categories (a) and (b) with respect 
to transactions in listed securities effected on recognized stock exchanges at 
currently quoted exchange prices. The order should specify what stock exchanges 
were recognized, but the list should be extensive. An exemption should also 
be provided for transactions in debt instruments issued by governments or by 
corporations with established dividend records, if purchased at not more than 
their principal amount or sold at not less than their principal amount (in 
either case with appropriate adjustment for interest) and if brokerage fees 

or commissions paid are at not more than the prevailing rate. It may be that 
other general exemptions would be equally appropriate, and those responsible 
for the preparation of the. regulations should be receptive to reasonable sug- 
gestions from the mutual fund industry in this connection. These exemptions 
could be made subject to a condition that certain information be supplied 
separately to the appropriate administrator, in order that he would be able 

to determine whether the course of transactions constituted a violation of the 
statutory standards for responsible investment management. Other general ex- 
emptions might seem appropriate after some experience with the legislation; 

of course, the availability of an exemption would effect only the obligation 


to report, not any potential liability arising from the transaction. 
Pout For the reasons set out in this section, we recommend: 


(1) that the management company of a mutual fund be required, subject 
to recommendation (2), to report to the appropriate administrator 
any transaction falling within any of the following categories with- 
in thirty days after the end of the month in which the transaction 
occurs; in the following categories, the word "associate" is defined 
as in paragraph 9.32, recommendation (2): 
(a) a purchase by the mutual fund from, Oryar scaler vye lun to ects 


associate, including a loan by either to the other; 
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(b) a purchase or sale effected by the mutual fund through an associ- 


ate, with respect to which the associate receives a fee either from 


the mutual fund or from the other party to the transaction or 
from both of them; and 

(c) any transaction in which, by arrangement, the mutual fund is a 
joint participant with an associate; insider trading in portfolio 
securities, as defined in paragraph 9.57, recommendation (4) 


should be excluded from this category; 


that the appropriate administrator should have power by order to ex- 

empt any class of transactions from the reporting requirement recom- 

mended in recommendation (1), subject to compliance with such con- 
ditions as he thinks fit; this power should be exercised immediately 

to exclude from clauses (a) and (b) of recommendation (1): 

(a) transactions in listed securities effected on recognized stock 
exchanges at currently quoted exchange prices; the order should 
include an extensive list of recognized stock exchanges; and 

(b) transactions in debt instruments issued by governments or by 
corporations with established dividend records, if purchased 
at not more than their principal amount or sold at not less than 
their principal amount (in either case with appropriate adjust- 
ments for interest) and if brokerage fees or commissions paid 
are at not more than the prevailing rate; 

Those responsible for the preparation of the regulations should be 

receptive to reasonable suggestions for additional exemptions from 


the mutual fund industry; 


that the fact that a transaction must be or need not be reported 
pursuant to recommendations (1) and (2) should be irrelevant to 
whether it constitutes a violation of legislation implementing 


recommendations in paragraph 9.32; and 


that the appropriate administrator should have and should exercise 
the power to publish reports received pursuant to recommendations 


(1) te. (3). 
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Insider Tradin 


9.48 Insider trading is only one manifestation of the general problem of 
conflicts of sinterest,; but is difficult to treat pogether with other 
aspects of the problem. The basic objection to most of the types of trans- 
action considered in the preceding sections of this chapter is that money be- 
longing to the mutual fund may be used for the benefit of persons other than 
the shareholders or unitholders of the mutual fund. In insider trading, no 
direct use is made of the mutual fund's money; the "insider" is at risk, and 
in many instances it would be difficult to establish any direct damage to the 
mutual fund. Because of this, and because of the nature of the transactions 
involved, we have concluded that this problem should be dealt with somewhat 


differently from other aspects of conitlicts of interest. 


9.49 In section 113 of The Securities Act, 1966 (Ontario) abusive insider 
trading is defined as the use by an insider in connection with a 
transaction relating to the securities of the company of which he is an in- 
sider, of any specific confidential information for his own benefit or advan-= 
tage that, if generally known, might reasonably be expected to affect mater- 
ially the value of the securities. Similar provisions are embodied in the 
legislation of British Columbia, Alberta, Saskatchewan and.Manitoba. We 
accept’ it as an ‘appropriate definition in the context of mutual !funds, subjeds 
to one important exception. This is that in the context of mutual funds 
there are two types of insider trading, only one of which involves transac-— 
tions -intséecuritaes pssued, bythe mutualssund. salhessecond endain sour 
opinion the moresserious, involves transactions invsecuritties held} iprevious= 
ly held or to be held by the mutual fund. We refer to the latter as insider 


trading in portfolio securities. 


See! Insider trading in securities issued by the company of which the 
trader is an insider has attracted considerable attention in recent 

years. As indicated above, it has been the subject of legislation in five 

provinces. The statutory provisions, except ansbrivish, Columbia, spplyeoily 


to incorporated mutual funds. As a result, persons who satisfy the definition 
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of insider with reference to mutual funds organized as companies, but not with 
reference to mutual funds organized as trusts, must report their trading in 
shares of the mutual fund and are subject to liability for profits made in such 
trading through the use of confidential information. For an insider to be held 
liable, he must be found to have violated the statutory test summarized in the 


preceding paragraph. 


Be 5): With insider trading in portfolio securities, the confidential in- 
formation is that the mutual fund is about to trade and thereby may 
affect the market price of the particular security. Such trading can be very 
profitable for persons who possess this type of information, since a major 
investment or liquidation programme conducted by a mutual fund can have an 
immediate effect on the market price of the security concerned. It is a type 
of trading that, in our opinion, should be discouraged principally because it 
is so obviously unfair and may distract the investment manager or other in- 
sider from his primary responsibilities, and also because it may prejudice the 
mutual fund by absorbing all or part of the available supply of or demand 
for a security thereby making the programme of purchase or sale more difficult 


and (perhaps) more expensive to complete. 


o.5° We have concluded that, with the adoption of forward pricing, as 
suggested in paragraphs 13.65to 13.68, there would be virtually no 
possibility that an improper profit could be made through trading by mutual 
fund insiders in shares or units of the mutual fund. Mutual fund share prices 
are based on the net asset value per share, computed regularly; the insider 
cannot predict in advance what they will be except by predicting a change in 
Velue ofitone sor ‘more sportfolio* securities; in*which event his*profit as far 
better made by trading in the portfolio security. We can appreciate that 
there is some reason for participants in a mutual fund to be interested in the 
extent of the investment made by insiders in the mutual fund, but we have 
concluded that this interest does not justify the imposition of a require- 
ment that all transactions be reported. For that reason, we have concluded 


that the legal requirements relating to trading by insiders in securities of 
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companies of which they are insiders should be made inapplicable to mutual 
funds, but that mutual fund prospectuses should be required to include in- 
formation concerning the investments made in the mutual fund by its insiders, 


including the total holdings of each insider at the date of the prospectus. 


O23 In the implementation of the conclusion expressed in the preceding 
paragraph, we feel that certain changes are necessary in the defini- 
tion of insider. The present arbitrary distinction between incorporated and 
trusteed mutual funds should be eliminated, and the definition so prepared 
as to encompass the trustees, governors, or other appropriate persons related 
to a trusteed mutual fund. “In ‘addition, the disclosure requirement should 
extend to insiders of the management company and the distribution company. 
They are usually as closely associated with the mutual fund as are its own 


insiders. 


9.5 With respect to insider trading in portfolio securities, we have con-= 
cluded that a statutory responsibility should be imposed on all 
persons who are insiders within the definition proposed in the preceding para- 
graph, and on every other person found to have access by reason of his posi- 
tion to information concerning the investment programme of a mutual fund. All 
such persons would be prohibited from making use of that information in the 
manner described in paragraph 9.49 except that the definition summarized in 
that paragraph should be modified to encompass trading in portfolio securi- 
ties. The legislation should provide remedies similar to those available 
under securities legislation with respect to trading in securities of com- 
panies in which the trader is an insider; any profits made should be re- 
coverable by the mutual fund, and a procedure similar to that outlined in 
paragraphs 9.33 to 9.41 should be available so that proceedings could be 
initiated or continued by a shareholder or unitholder or by the appropriate 
administrator. We do not feel that a cause of action should be made avail- 
able to those from whom the insider purchases or to whom he sells, for buying 
and selling are what the securities market is all about and the intention to 


buy or sell should not be regarded as an item of information the concealment 
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of which should result in a-claim for damages against the person who trades 
| without revealing that intention. We have, however, concluded that this type 
| 


of transaction should be made an offence punishable as such under the gen- 


| 


/-erally applicable penalties section of the relevant legislation. 


55 The conclusion in the preceding paragraphs deals with only one of the 
three questions to be resolved by remedial legislation. It sets a 
standard of liability, but neither indicates how transactions which may vio- 
late that standard are to be disclosed nor deals with the financial problems 
encountered by plaintiffs in litigation to enforce the standard, These ques- 
tions have caused us considerable concern. We have considered the obvious 
expedient to enforce disclosure, a reporting requirement similar to that pro- 
posed in paragraph 9.42, and have decided that this approach would not be 
feasible. It would have to encompass all trading in any securities by all 
insiders of the mutual fund, since there is no necessary relationship between 
an abusive transaction and portfolio content at a particular time. Even if 
the reporting requirement were limited to transactions in securities held at 
the time or acquired within a prescribed period by the mutual fund, we think 


it would be cumbersome and might well prove unworkable. 


9.56 We have concluded that enforcement of the restriction on insider 
trading in portiolio securities should be the responsibility, of the 
management company. Each management company should be required to identify 
those persons who are insiders under the definition proposed in paragraph 
9.53, or who by reason of their positions have access to information con- 
cerning investment decisions, and to impose on them an internal reporting 
requirement adequate to encompass all transactions that might violate the 
statutory standards. The reports should be kept on file, available for 
inspection by the appropriate administrator and by the mutual fund auditor. 
In addition, the management company should have a regular procedure whereby 
the reports are compared with its own trading record to detect abusive trans- 
actions, and proceedings are taken to recover the appropriate damages. These 


proceedings should ordinarily be at the expense of the management company; 
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the special provisions concerning payment of costs by the mutual fund should 


not be applicable here. If the appropriate administrator is not satisfied 


with the adequacy of the procedures, or not satisfied that they are being 


properly carried out, he could require a statement to that effect to be in- 


cluded in the annual report and prospectus of the mutual fund. 


eM 


(2) 


For the reasons set out in this section, we recommend: 


that the requirements of Securities acus if Une, several provinces 
relative to reporting of, and liability for, insider trading =shou 


be made inapplicable to mutual funds; 


that,for purposes of the following recommendations, the term "insider" 
should include with respect to, a mutual fund, 1ts beard of povernores 
trustees, or equivalent body and the persons who, are insiders ofsice 
management company or its distribution company under the securities 


achs Of vne_several provinces. 


that mutual fund prospectuses should include information concerning 
investments made in the mutual fund by its insiders, including the 


total holdings of each insider at (tne dave ol The prospectuc. 


that insiders of a mutual fund and each other person who by reason 

of his position has access to information concerning its investment 
programme should be subject to a statutory prohibition against 
effecting transactions im securities held, previously held sorsone. 
posed to be held by the mutual fund, where such transactions are 
motivated by knowledge of information concerning the investment 
programme of the mutual fund; such transactions, are referred to in 
the following recommendations as “insider trading in portfolio securi- 
ties", and such transactions, when so motivated, are referred to as 


"improper insider trading in portfolio securities"; 
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(8) 


that persons who engage in improper insider trading in portfolio 
securities should be subject to civil liability in favour of the mu- 
tual fund, similar to the liability prescribed by section 113 of The 
Securities Act (1966), (Ontario) and corresponding legislation in other 
provinces and should also be subject to punishment under the generally 
applicable penalties section of the relevant legislation; such persons 
should not be subject to a statutory civil liability to those with 


whom they trade similar to that prescribed by Section 113; 


that provisions similar to those recommended in paragraph 9.41 should 
be made available for the effective enforcement on behalf of the mu- 
tual fund of civil liabilities arising under legislation which imple- 


ments recommendation (5); 


that each management company should establish internal procedures to 
review insider trading in portfolio securities, in order to detect 
improper insider trading in portfolio securities,which procedures 
should include a regular reporting requirement by all insiders of 
the mutual fund and by all other persons who by reason of their 
position have access to information concerning the investment pro- 
gramme of the mutual fund, and a regular procedure whereby the re- 


ports made are compared with the trading record of the mutual fund; and 


that the reports made pursuant to legislation which implements re- 
commendation (7), the trading record and other relevant documents 
should be kept available for inspection by the appropriate admin- 
istrator, and by the mutual fund auditor. The appropriate admin- 
istrator could require the inclusion of an appropriate statement in 
the annual report and prospectus of the mutual fund if not satisfied 


with the procedures followed. 
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CHAPTER X 


MANAGEMENT FEES AND SALES CHARGES 


LOSE In Chapter II we discuss the existing competitive situation within the 
Canadian mutual fund industry. For analytical purposes, we there dis- 
tinguish between two segments of the market for mutual fund shares or units: 
purchasers for whom they are unsought goods, and purchasers for whom they are 
shopping goods. Our conclusions are, briefly, that a high level of competition 
exists, as might be expected in an industry with many participants and compara- 
tively low barriers to entry; but that the competitive structure contains cer- 
tain anomalies as a result of which it does not provide the benefits ordinarily 
available through competition. Both segments of the market are characterized 
by competitive attempts to produce superior performance, which is in practice 
judged largely by rate of return. This competition for quality is beneficial 
to the investor, although we criticize the degree of emphasis on rate of return. 
Competition for lower sales charges also exists at the consumer level, but only 
in the shopping goods segment of the market. A very important conclusion is 
that purchasers for whom mutual funds are unsought goods do not ordinarily re- 
ceive the benefit of sales charge competition. This conclusion is also relevant 
to management fees. Because of its importance, we summarize in the following 


paragraphs the more important factual findings which support it. 


10.02 The shopping goods segment of the market, which is by far the smaller 
of the two segments, consists of purchasers prepared to investigate 


the relative merits of various mutual funds in an endeavour to analyze which 
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mutual fund is best for them. Such investigation might consist of comparisons 
made by the purchaser, or reliance might be placed upon analyses prepared by 

the financial press or other media. Whatever the method of investigation, the 
analysis takes into account at least the three major criteria: quality of in- 


vestment performance, level of sales charges, and size of management fees. 


10.03 The unsought goods segment of the market consists of purchasers with 
reference to whom the saying was coined that shares or units of mutual 
funds "aren't bought, they're sold". Such purchasers ordinarily invest on the 
basis of a sales presentation, and do not make detailed comparisons between mu- 
tual funds; in many cases, they are not aware that differences exist between 
mutual funds, except with respect to quality of investment performance. Many 
make comparisons on the latter point, although in Chapter III we criticize the 
emphasis placed upon rate of return as a determinant of the quality of invest- 
ment performance and we summarize the results of a consultants' report in which 
doubt is cast on the predictability of future results on the basis of past per- 
formance. While salesmen may discuss sales charges and management fees, pur- 
chasers in the unsought goods segment of the market are generally unaware that 


Significant differences exist between mutual funds on these matters. 


10.04 It is difficult to generalize concerning the segment of the market 
appealed to by particular mutual funds or distribution companies. It 
appears clear that most or all mutual funds the shares or units of which are 
sold subject to sales charges below 8.0% of the amount paid by the purchaser, 
Or without sales charges, appeal primarily to the shopping goods segment of the 
market. Most of these mutual funds are organized by brokerage firms for their 
clients, or are trust company investment funds. They do not have extensive dis- 
tribution networks and must be sought out by a purchaser instead of being 


brought to his attention by a salesman. 


£0.05 While mutual funds the shares or units of which are sold subject to 
sales charges at a basic rate of more than 8.0% make the principal 
appeal to the unsought goods segment of the market, it would not be correct to 


assume that their appeal is exclusively to that segment. They endeavour to 
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attract purchasers for whom mutual funds are shopping goods through stress on 
investment performance, in recognition of the fact that price must be balanced 
against quality and that superior performance can more than justify higher sales 
charges in the eyes of the purchaser who makes comparisons. They also appeal, 
through a system of lower sales charge rates for large volume transactions, to 
the shopping goods purchaser who is able to make a large purchase; as indicated 
in paragraphs 2.18 and 2.19, the size of the discounts involved can be very Subs 


stantial. 


10.06 It is not clear to what extent shares or units of mutual funds with 
sales charges in excess of 8.0% are sold to purchasers for whom they 
are shopping goods, but it is clear that these mutual funds make the principal 
appeal to purchasers for whom mutual funds are unsought goods. Their distri- 
bution companies must compensate the salesmen, whether they are associated with 
direct sales forces, independent sales forces, or brokers, for the time and 
trouble involved in sales to such purchasers. The anomalous result is that com- 
petition does not operate to reduce sales charges to the consumer, but to main- 
tain ‘them ‘at’ maximum levels in ‘order ‘to permit’compensation of salesmen 
distribution company that reduced compensation to salesmen on a direct sales 
force would lose the salesmen to other organizations; a distribution company 
that reduced compensation to brokers or independent sales forces would find that 


the salesmen tended to concentrate on the distribution of other mutual funds. 


LOS 07, The absence in the unsought goods segment of the market of comparisons 
by purchasers with respect to sales charges makes competition at the 
consumer level almost completely ineffectual as a constraint on the consequences 
of the competitive pressure to increase sales charges. As a result, the ef- 
fective constraint on such increases has been the discretionary policies of 
securities administrators, and the distribution companies that appeal to the un- 
sought goods segment of the market all levy a basic sales charge at the maximum 


level which the securities administrators regard as tolerable. 
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10.08 We also comment in Chapter II on the two different kinds of sales 
charge competition which could operate in favour of the investor. The 
first, exemplified by volume discounts and by lower sales charges for mutual 
funds which appeal primarily to the shopping goods segment of the market, is 
competition between distribution companies. The second would be competition 
between sales outlets of a particular mutual fund under which one or more of 
those sales outlets would offer shares or units of the mutual fund at a lower 
sales charge rate than is prescribed by the prospectus and levied by other sales 
outlets. The latter type of competition is discouraged by distribution companies 
through use of the techniques described in paragraphs 2.52 to 2.57, which dis- 
suade sales outlets from agreeing with purchasers to accept less compensation 


in order to reduce the cost to the purchaser. 


£0.09 We have concluded that the anomalies of the current competitive struc- 
ture in the Canadian mutual fund industry must be eliminated if com- 
petition is to operate effectively on behalf of the investor. In this chapter 
we make recommendations with that objective. Such recommendations will, it is 
hoped, result in effective competition at the consumer level not only with res- 
pect to sales charges but with respect to management fees, considered in the 
next section. We also make recommendations to provide substantive controls over 
sales charges and management fees until competition becomes fully effective. 
The concluding section of the chapter deals with the specific question of sales 
charges on contractual plans. 


Existing Regulatory Requirements; The Competitive 
Situation with Respect to Management Fees 


0; 10 Management fees and sales charges are usually treated as separate 
questions by the Canadian mutual fund industry and by securities ad- 
Ministrators. Levels of each have been considerably affected by practices in 
the United States, which operate both directly as a precedent for Canadian mu- 
tual funds and indirectly as a model to be followed by Canadian securities ad- 
ministrators. It is therefore relevant briefly to review developments in that 
country. In both countries management fees are almost invariably computed and 


expressed as a percentage of the total net assets of the mutual fund concerned, 
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In both countries, sales charges are almost invariably computed and expressed 
as a percentage of the amount paid by the purchaser rather than of the amount 
invested in the mutual fund. Expressed on the latter basis, the prevailing 


sales charge rate of 8.5% would be almost exactly 9.3%. 


10.11 In the United States, there is no direct legislative control applied 
to management fees. The courts have, however, been prepared to enter- 
tain actions brought by shareholders of mutual funds based on allegations that 
management fees "were unreasonable and excessive and that payment thereof con- 
stituted a waste of the funds' assets and a breach of fiduciary duty".* In 
several instances, particularly with the larger mutual funds, such an action or 
the threat of such an action has resulted in a decrease of management fees. 
This is usually effected through the adoption of a scale of percentages to be 
used in the determination of management fees which applies lower percentages to 
dollar amounts of total net assets above specified levels in order to recognize 
economies of scale. In spite of this development, the Securities and Exchange 
Commission concluded in 1966 that the prevailing rate for management fees was 
and continued to be one-half of one per cent of average total net assets per 
year, and that the benefit of economies of scale realized by the management com- 
panies of the larger mutual funds under this prevailing rate was not being 


adequately passed on to the mutual funds. 


LOG 2 The Investment Company Act of 1940 contains specific provision as to 
maximum size of sales charges on contractual plans. Section 27 con- 
tains provisions upon which a number of the proposals in paragraphs 8.52 to 8.63 
are based; it also states that the sales charge levied over the life of the 
plan may not exceed 9% of total payments, being about 9.9% of the total amount 
invested. While the 1940 Act contains no simplar specitic limitation onstie 
sales charges that may be levied on purchases other than those made under con- 
tractual plans, the industry in the United States has accepted 9% as the maximum 


* 


Public Policy Report (supra, para. 1.07) page 135. Chapter III of that repoms 
Contains a full discussion of the management function and its cost in the 
United States, including recommendations of the Securities and Exchange Com- 
mission. 
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rate even for such purchases. In practice, the prevailing charge is 8-1/2% of 
the amount paid by the purchaser, being 9.3% of the amount actually invested. 

There are exceptions to this in the United States, as there are in Canada, and 
volume discount arrangements such as those described in paragraphs 2.18 to 2.20 


are also available in the United States. 


20213 In paragraph 1.66 we set out and indicate our agreement with a passage 
from the brief of the Canadian Mutual Funds Association in which the 
prevailing level of sales charges in Canada is attributed to adoption of the 
pattern in the United States. The same is true of management fees. In both 
aspects of industry operations the first mutual funds organized in Canada fol- 
lowed practices that were developed in the United States, and the pattern they 
established has endured ever since in this country. With respect both to sales 
charges and to management fees, this is in large part attributable to the poli- 
cies of securities administrators who have been reluctant to accept prospectuses 
for filing if they contemplated payment of rates higher than the prevailing 
rates. For those of us who are securities administrators these decisions have 
been difficult ones, and we have long been aware of the need for more precise 


guidelines and procedures in these areas. 


10.14 The policies of securities administrators on levels of sales charges 

and management fees are for the most part unwritten, although well 
known to the mutual fund industry. They vary in detail between provinces, and 
exceptions to them are made in cases which seem appropriate. The following 
quotation from a memorandum of the Superintendent of Brokers of British Columbia 
distributed in February 1967 is representative of the policy usually applied to 
the front-end load on contractual plans. 

POLICY RESPECTING SALE OF SHARES OR UNITS 


OF OPEN-END INVESTMENT (MUTUAL) FUNDS UNDER 
CONTRACTUAL PLANS 


1. The total load should not exceed 12% of the value of the 
contract. This total load shall include all charges including 
sales charges, custodian fees, creation fees, etc., but does 
not include the fund management fee. 
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2. The deductions to cover the total load should not exceed 


(a) 50% of the first 12 monthly installments 
provided for under the plan or 


(b) 40% of the first 15 monthly installments 
provided for under the plan. 


These deductions are to be made in equal percentages monthly, 
the balance of the load deductions are to be pro-rated over the 
balance of the life of the contract. Where a double installment 
is required in the first month of a plan it shall be regarded as 
one of the first 12 or 15 installments as the case may be. 
Similar memoranda were distributed by several other securities administrators. 


In addition, the administrators restrict the sales charges on lump sum purchases 


to approximately 8.5% of the amount paid by the purchaser. 


1Qe15 Prevailing levels of management fees cannot be as readily described, 
because management fees can be considered either alone or together 
with other management expenses. Table X-A clearly indicates the disparity in 
practices followed in the allocation of management expenses between mutual 
funds and management companies. That table shows the percentage of mutual 
funds that are required to pay each of a number of types of expense over and 
above their management fees. It is apparent that the management fee can in 
effect be increased by the allocation to the mutual fund of management expenses, 
and therefore it is unfair to compare management fees without allowance for 
management expenses. In spite of this, policies of most administrators have 
emphasized the management fee rather than allocation of management expenses. 
Table .X-B shows that while, principally as a result of the policies of securi- 
ties administrators, management fees have tended to cluster at the rate of .5 
of 1% of average total net assets per year, there is far greater disparity in 


management expenses. 
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TABLE X-A 


MANAGEMENT SERVICES PAID FOR BY CANADIAN MUTUAL FUNDS 
IN ADDITION TO THE MANAGEMENT FEE 


Percentage of 


Mutual Funds 
Which Pay For 
Management Service Management Service 
Technical and other investment advisory or 
CONSUTLLAN Caeser Vit CS eee, eiees Bee ee ig ss a ey, ee 0% 
Glericalwand WOOKKCCDIN Gy mmee ke) eins Foe ls Ce. je. col oes 10% 
O¢Cunancy -aia@eOLricesrTeltale, on vhs coe se st eee 10% 
ACCOULGINY SSCL VIL Ce St tee. See ates Mere es fee ws se sy et ts 12% 
Determination of offering and redemption price. ... 14% 
Compensation of individuals associated with 
the *tunde(officers, directors, employees) .. . «4. 31% 
Scaclonery supplies and printing wwe, “4 9. 50% 
GCUstod ymOtmUOGCLOLTO—NSeCULILELCS Sori ic) fielsa 6. sees 58% 
Revisit ravuOm—ana etLLIngetees. « . as «sc 6 el + ene 60% 
[eC amet ce Seer ee ieee sak og mas SITS ues “gi! eo ts ae Th US me's 62% 
EAs LOCMCM ALU CS HMM, emer ee te) oF ek ee Pet ty Ce et ee 68% 
ReUOGe Ste Ons Na Te DOC GT Sue te. still sso cuk, 4. oh ets eas 70% 
AEA I Saat POS Ee gers ce ee Ec at Moma teens |e ee a 83% 
Notes: (1) This table reflects information at December 31, 1967 concerning 


Canadian-organized mutual funds qualified for sale in Canada at that 
date, including trust company investment funds. Approximately 15 
mutual funds are not included because of lack of availability of 
information. 


(2) To restrict the number of expense categories, it has in some cases 
been necessary to allocate an expense item for a particular mutual 
fund to a certain category although it did not fit precisely within 
that category. 
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TABLE X-B 


MANAGEMENT FEES AND MANAGEMENT EXPENSES 
PAID BY CANADIAN MUTUAL FUNDS IN 1967 


Range of Fees 


or Expenses as Number Percentage of Aggregate 
a % of Average Gop Total Net Assets 
Total Net Assets Mutual Funds of all Mutual Funds 


a) Management Fees 


Lessuthany. > oo ATs 
ome One a) 2 R22 

a LOE Oo 26 68.5 

0 Oe ty 3 SS 
(eeehonk Ai) 6 eZ 

CTO COm dS 5 V4 
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b) Management Expenses (Including Management Fees) 
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Notes: The table relates only to Canadian-organized mutual funds quali- 


fied for sale in Canada at December 31, 1967. Nine such funds 

for which the information was unavailable are omitted. Two of 

these are The Diversified Income Shares Series A and B, commented on 
in the preface. Aggregate total net assets of the other seven were 
insignificant by comparison with the industry as a whole. 
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aA S16 To resolve the problems of the relationship between management fees 
and management expenses, the Quebec Securities Commission has for some 
years required that the total of management fees and other management expenses 
paid by a mutual fund not exceed 1% of its average total net assets on an annual 
basis. In February 1968 the Ontario Securities Commission adopted a more com- 
plicated policy, designed to recognize the relationship between management fees 
and management expenses, and also to ensure that economies of scale are re- 
flected in the management fee. This policy is of such importance that we here 
reproduce it in full: 
Pending the policy which may be developed as a result of the 
studies now being conducted by the Canadian Mutual Fund Com- 
mittee, all mutual funds are advised that the maximum management 
fees and other expenses which may be charged against the assets 
of the fund, expressed as a percentage of the net assets under 
administration, are as follows: 
eC Oes 1.0 OF O00 Gemmemr me an ees er mrl a teh. x "ee > aes eens 
Sees, OOOZ000 sare tom sSe S000 000K 0s yy |, OF ORR OER ARS 4S 
pee OOUCUO0 Bute omsemes DOU MOU er sk 5 5. es eae oe 
$5,000 200 0nupirconr Pe lOS000O0ONM. 2009S 8 SOR Peele 
Seo OOO 00minmcOms TOUR OU0T000 walia 4 5) cous” + Menem LiD 
TTOOSOOOSO0 C0Mandovyeram Ae Sehr: BL05 Od ef POS WORRY. SF7S% 
This policy will be applied to all new funds whose securities 
are for the first time the subject of a filing and all funds 


making an annual refiling or making a new filing. 


Within the limits and percentages set out above, sliding 
scale or incentive management fees will be accepted. 


It is again emphasized that the maximum percentage is to in- 

clude not only the management fee chargeable but also all other 

expenses.* 
Se A supplementary interpretative release, published by the Ontario 

Securities Commission in January 1969,** is not here reproduced. It 
was issued not to change the substance of the original release but to clarify 
it. The interpretative release confirms, among other things, that the lower 
percentage limits on the higher dollar amounts are not meant to determine total 
compensation. For example, a mutual fund with $1,500,000 total net assets could 


pay up to 2% for management fees and expenses on the first $1,000,000, and up 


to 1-3/4% on the remaining $500,000. 


* Ontario Securities Commission, Bulletin, February 1968, page 18. 


e* Ibid January 1969, page 6. 
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10.18 The discussion in Chapter II of the competitive situation in the mutual 
fund industry deals in particular with sales charges. Two facts might 

be pointed to in support of a contention that the conclusions there reached do 

not apply to management fees. First, emphasis is given in Chapter II to the dis- 

parity in sales charge rates between mutual funds which do and those which do 

not appeal primarily to the unsought goods segment of the market; there is no 

corresponding disparity in management fees. Second, Table X-B shows greater 

disparity in management fee and management expense rates than does Table II-C 

in sales charge rates. We do not accept either fact as sufficient to support 

the contention, and have concluded that our analysis of the competitive situa- 


tion for sales charges is also applicable to management fees. 


LO719 That there is no disparity in management fee rates between the shopping 
goods and unsought goods segments of the market to correspond with the 
disparity in sales charges is largely attributable to the lesser importance of 
management fees to the purchaser. Sales charges at over 8.0% of the amount in- 
vested.seem of more importance to him than a management fee of .5% annually, so 
that even mutual funds which cater to the shopping goods segment of the market 
have not been forced by competition to reduce management fees. The variance 
in management fees and expenses for the industry as a whole can be accounted 
for by the differences among the rules applied by various administrators. The 
greater variance in management expense rates is explained by the concentration 
of administrative requirements in many provinces on management fees rather than 
management expenses. There are only two relevant differences between the com- 
petitive position for management fees and that for sales charges, neither of 
which affects our basic conclusions. The first is that the pressure for higher 
management fees arises from the desire for profit rather than the necessity to 
compensate salesmen, and. this is really a distinction without a difference... The 
second is that with respect to management fees there is no necessity for price 
maintenance agreements of the type described in paragraphs 2.52 to 2.57. The 
sales outlet is not in a position to rebate any portion of the management fee 


to the purchaser. 
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10.20 One further argument might be advanced to affirm that effective com- 

petition in management fee rates exists at the consumer level. This 
argument is based on the fact that the maximum management fees permitted under 
the Ontario policy ruling are higher, in some cases substantially higher, than 
those paid by many mutual funds. We have calculated that, had all Canadian 
mutual funds qualified for sale in Canada with assets in excess of $5 million 
at December 31, 1967 paid management fees at the maximum rates contemplated by 
the policy ruling, their aggregate management expense for 1967 would have in- 
creased from $13,135,000 to $20,633,000. At the time of writing, 8 mutual funds 
have adopted fee structures based on the maximum fees permitted under the 
Ontario policy ruling; all of these mutual funds were made available to the 
Pusic foretiesbirststime afterethat*ruling became effective, “lt*could bev ar~ 
gued that, on our conclusion concerning the competitive situation, management 
fees would be expected to equal the maximum permitted rates, and to rise with 
those rates. The fact that this has not happened since the publication of the 


Ontario policy ruling would therefore be said to be sufficient indication that 


competition is in fact operative to restrain management fees. 


0.21 In our opinion, the fact that the prevailing level of management fees 
in the Canadian mutual fund industry has not increased following the 
policy ruling made by the Ontario Securities Commission is not attributable to 
competition'as a’ restraining factor, but rather to’a reluctance on the part of 
existing organizations to increase their management fees. This is confirmed by 
the number of newly organized mutual funds which have adopted the new fee struc- 
ture. The reluctance to increase existing fees is, we think, a consequence of 
two considerations. Such an increase might attract unfavourable attention from 
securities administrators. More importantly, the necessity to notify share- 
holders and unitholders of the increase would draw management fees to their at- 
tention as an important aspect of operations. For these reasons, we have con- 
cluded that the contention described in the preceding paragraph must be rejected, 
and the conclusion that the competetive situation for management fees is similar 


to that for sales charges must be affirmed. 
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Controls Over Rates of Sales 
Charges and Management Fees 


LOR We have received a number of submissions as to whether prevailing 

levels of sales charges and management fees are "'too high" or "too low''. 
We have reached no conclusion on this question. Any such conclusion would have 
to be premised on assumptions that were sufficiently definite and precise to 
permit such an important judgment. The submissions made to us were all pre- 
mised on various assumptions, none of which we found sufficiently convincing for 


us to adopt. 


LOZ 3 Even if we were to make assumptions upon which conclusions could be 
based, the practical problems inherent in a judgment on sales charges 
or management fees might well be insuperable. One way to approach such a 
decision would be through an analysis of profit levels of management and distri- 
bution companies. Such information is often difficult to obtain, because of 
the problems in a separation of revenue and expenses attributable to mutual 
funds from those attributable to other activities of the management and distri- 
bution companies. In addition, it would frequently be necessary to determine 


what expenses were appropriate and what ones were not. 


10324 Another way to approach the decision would be to decide what levels 

of sales charges and management fees were necessary to enable the dis- 
tribution and management companies properly to perform their functions. Such 
an analysis would involve a determination of what those functions are and of 
how costly they are to perform. In the context of sales charges, that determin- 
ation would be very difficult. Sales charges are primarily used to compensate 
for the sales activity, and it may safely be assumed that the costs involved 
in the sales activity increase with the rewards to be earned. If sales charges 
are high, a salesman may be able to spend a great deal of time with one customer; 


if they are low, he may not even be prepared to take time to meet the customer. 


Soc 
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In addition, the relationship between sales charges and sales may be unpre- 
dictable; if sales charges were compulsorily reduced, total sales might increase 
because prices were lower or decrease because salesmen with comparatively low 
sales were unable to survive as salesmen. All these factors would contribute 

to the difficulty in an assessment of whether present levels of sales charges 


are too high or too low. 


m0.25 Practical problems in an assessment of management fee levels are simi- 


lar to those concerning sales charges, although perhaps not as acute. 
It is at least reasonable to suppose that a determination can be made of the 
cost of good portfolio management plus a reasonable profit. The brief of the 
Canadian Mutual Funds Association includes an analysis of the cost of providing 
research advice, which concludes that an annual budget of $200,000 would be the 
minimum necessary to provide an adequate staff and facilities. The brief con- 
tinues: "Even if the costs of providing the other services supplied by the 
management company are ignored completely, an organization of this size can only 
be supported by a fund with $40,000,000 in assets at the widely prevailing fee 


eel /2rot (1%:.'" 


10.26 We do not fully accept the analysis referred to in the preceding para- 

graph; as another section of the same brief recognizes, reliance on the 
analytical services provided by brokers under the arrangements described in the 
Biscussion of reciprocal business in paragraphs 3.57 to 3.71 significantly al- 
leviates the management company's burden. We do recognize that, if minimum com- 
missions on large stock exchange transactions are reduced, an increase in man- 
agement fees might be necessary as a result. On the other hand, we have found 
cases in which a management company charges a higher rate for the management of 
a mutual fund portfolio than for the management on a contractual basis of a 


portfolio of comparable size on behalf of a large institutional investor. 
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LOA 27. The factors noted in preceding paragraphs, which have prevented us from 
reaching conclusions as to the appropriateness of prevailing levels of 
sales charges and management fees, have also led us to conclude that a substitute 
should be found for the existing regulatory structure in this aspect of industry 
operations. Securities administrators have, in our opinion, filled a necessary 
function in restricting the effects of the upward pressure on sales charges and 
management fees through the imposition of controls on a discretionary basis, but 
the responsibility they have thereby assumed is very great. The rates they 
select, while theoretically maxima, in fact are the prevailing rates for distri- 
bution companies except those which appeal particularly to the shopping goods 
segment of the market. As a result, securities administrators have become arbi- 
ters of the entrepreneurial reward to be derived from the operation of mutual 
funds, a role we think they should continue to hold only so long as no feasible 


alternative is available. 


LO eZ'8 In our opinion, the only effective way to control the levels of sales 
charges and management fees would be through the operation of competi- 
tion in these areas at the consumer level. That will only occur if and when the 
preconditions referred to in paragraphs 2.38 and 2.39 are satisfied. The firse@ 
of these, the existence of ability and willingness among mutual fund investors 
to compare sales charges and management fees before making purchase decisions, 
will develop when the shopping goods segment of the mutual fund market is con- 
siderably extended. That can be brought about only through the use of techniques 
to provide purchasers with information as to the implications of the factors that 
differentiate mutual funds, together with the willingness and ability to make 


use of that information. 


10.29 A second precondition must be satisfied if the effect of the consumer 
pressure which would result from successful implementation of the 
measures referred to in the preceding paragraph is not to be artificially avoid- 
ed. Sales outlets should be guaranteed freedom to reduce their portion of sales 
charges in order to reduce the price to the consumer. At present, distribution 


companies prevent this through use of the devices described in paragraphs 2.52 to 
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2.57. The second precondition can be attained only through such measures as 


are necessary to prevent the use of these devices. 


£0.30 Institution of the appropriate measures to bring about the two precon- 
ditions to effective competition would not alone be sufficient to just- 
ify the abolition of the role played by securities administrators in the deter- 
mination of sales charges and management fees. The measures would almost cer- 
tainly not be immediately successful; indeed, a long delay might ensue before 
adequate competition developed. If there were no substantive controls during 
that period, the upward pressures on sales charges and management fees might 
result in substantial increases unrestricted by effective competition at the 
consumer level. An interim control arrangement is necessary, but it must be one 
with sufficient flexibility to allow room for the operation of competition. 
Such flexibility is not available under the present regulatory system, so that 


an alternative must be devised. 


205 51 In the next three sections we consider in greater detail the measures 

necessary to accomplish the objectives described in the preceding 
three paragraphs. It should be emphasized that we make no suggestion or pre- 
diction as to the effect of the institution of these requirements on prevailing 
rates of sales charges and management fees. They may presently be "too high" 
or "too low'': only the development of effective competition will establish 


which, if either, is the case. 
R052 For the reasons set out in this section, we recommend: 


(1) that appropriate measures, discussed in detail in the following sec- 
tions, should be instituted: 

(a) to disseminate and require the dissemination of information con- 
cerning the relative merits of mutual funds in order to encourage 
the development of a higher degree of competition at the consumer 
level, particularly in the determination of levels of sales charges 


and management fees; and 


a2 


(b) to prohibit the use by distribution companies of devices and 
arrangements designed to prevent sales outlets from reducing 
their portion of sales charges in order correspondingly to. re- 


duce the price charged the purchaser; and 


(2) “that “appropriate medsures; discussed in/detarl below, should peri 
stituted to avoid undue increases in the level of sales charges and 
management fees pending the development of effective competition as 


a result of the recommendations in (1). 


Recommendations Designed to Improve the 
Quality of Consumer Choice; Methods of 


Disclosure of Sales Charges and Manage- 
ment Fees 


OS The distinction advanced in Chapter II and in the introductory portion 
of this chapter between the unsought goods and the shopping goods seg- 
ments of the market for mutual fund shares or units can for present purposes ae 
equated with a distinction between uninformed and informed purchasers. A pur- 
chaser with knowledge of the relevant differences between mutual funds and the 
ability to apply that knowledge in making comparisons, or at least to make use 
of a financial survey which includes comparisons, will almost certainly treat 
mutual funds as shopping goods. The purchaser who lacks this knowledge and 
ability will probably treat mutual funds as unsought goods. To attain the type 
of competition that we think desirable, a larger proportion of the public, and 


in particular of potential purchasers, must acquire such knowledge and ability. 


Lo vs4 There is an obvious cost factor in increasing the proportion of pur- 

chasers who have the knowledge and ability to compare mutual funds. 
The argument most strongly advanced by the mutual funds industry in support of 
the currently prevailing levels of sales charges is based on the cost of in- 
formation transmission. The argument is stated as follows in the brief of the 
Canadian Mutual Funds Association: 


Compensation for the information transmission function . . . is pro- 
vided through the sales charge. There are also funds having zero 
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sales charge which are available to the investor who has already ac- 
quired a familiarity with equity investment, enough detailed know- 
ledge of the alternative funds available to be aware of their exis- 
tence, and who feels their investment policies meet his requirements. 
They are listed in the investment manuals and are advertised to some 
extent in the mass media, but do not attempt the intensive communica- 
tions effort carried on by the funds which levy a sales charge; nor 
have the sponsoring organizations in Canada attempted thus far to 
offer a range of plans with objectives related to investors' require- 
ments. 
20.55 We agree that it is appropriate to assume that sales charges are used, 
at least in part, to compensate for the costs involved in transmission 
of information. The difficulty is that the nature of the information transmit- 
ted by salesmen is not ordinarily such as to encourage or to facilitate the 
type of comparison we think desirable. This means that the information for 
which the sales charge is paid is not sufficient to provide the purchaser with 


the knowledge and ability discussed in paragraph 10.28. 


10.36 A second factor relevant to the mutual fund industry's position on 
sales charges is alluded to in paragraph 10.24. This is that the cost 
and effort which the salesman is prepared to expend will increase with the re- 
ward to be derived from a sale. High sales charges may justify the time and 
effort necessary to persuade an obstinate person who lacks financial knowledge 
that an investment in mutual funds is appropriate for him, while a reduction in 
sales charges would make such time and effort uneconomic. There must be limits 
on the extent to which high sales charges should be accepted in order to support 
this type of sales effort. Such limits can, in our view, best be determined 
through the operation of competition, but that will not occur unless competition 


in this area becomes effective. 


7 We have concluded that three principal methods should be used to pro- 
vide potential purchasers with the necessary knowledge and ability, and 
that all of these methods must be used in conjunction if effective competition 
is to be attained. The first involves requirements to govern the content of 
material supplied by the salesman to the purchaser at the time of sale; in this 
case, the informational costs are paid by sales charges. The second involves 
dissemination of information by government, with the costs paid by government. 


The third involves the press and other communications media, which publish in- 
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formation available to investors generally; here, the informational costs are 
borne as part of the costs of the media concerned.» In addition, the’ financial 
press should be encouraged to publish comparative analyses of mutual funds. A 
well co-ordinated use of these three methods should, within a reasonable period 
of time, effectively educate an adequate proportion of the public so that the 
desirable level of competition will be attained, and also provide analyses upon 


which comparative study by purchasers may be based. 


L035 The first of the three methods referred to in the preceding paragraph, 
relying on the material delivered at the time of purchase, is discussed 
in Chapter XIV. The second, dissemination of information by government, in- 
volves an extension of governmental activities to an aspect of affairs in which 
we think that government has an important role to perform in the public interest. 
As the Canadian economy becomes more complex, the financial instruments avail- 
able become more difficult to understand and a comparison of their relative 
merits is correspondingly harder. Investors with knowledge of the available 
alternatives are likely to make a far better selection than are those who 
succumb to the first salesman, or who make no investment at all; the results 
would enure not only to their benefit, but to that of the entire economy through 
more efficient allocation of resources. In our opinion, both the provincial and 
the federal governments should recognize and accept a responsibility to partici- 
pate in the educational process to the extent necessary in order to enable Can- 
adians to select investments which will provide them with maximum benefit from 


their savings dollars. 


LORS9 The third. method described in paragraph 10.37 may be the most important. 
The press and other communications media, including radio -and tele- 

vision, pervade our society and provide the most effective vehicle for mass 
education. These media should contribute to the educational process in two 
ways: through news articles and background information carried as part of their 
public responsibility, and through advertisements placed by distribution com- 
panies of mutual funds. The latter would be subject to the restrictions pro- 
posed in paragraphs 14.67 to 14.78 including rigorous restrictions on adver- 


tising by the non-conventional funds in accordance with paragraph 14.77. 
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Other mutual funds would be subject to more liberal rules, and more use of ad- 

Mertising by them can make a significant contribution to public awareness of 
differences among mutual funds. To facilitate this objective, requirements of 
the Canadian Radio-Television Commission which presently restrict advertising 
for securities should be modified to permit advertisements for the shares or 


units of mutual funds to the extent permitted by or under the proposals in 


Chapter XIV. 


10.40 Of particular importance to the proper implementation of the third 
method is the role to be played by the financial press. Not only are 
financial newspapers looked to by other newspapers for guidance on the way to 
deal with financial news, but as the educational programme takes effect poten- 
tial investors are likely to look to the financial press for assistance in their 
decisions. Comparative analyses of mutual funds and similar information pub- 
lished in financial newspapers are, then, likely to have very considerable im- 
pact. In paragraphs 3.08 and 3.16 we criticize the present practice of such 
newspapers in ranking mutual funds by rate of return, often over comparatively 
short periods. Analyses should be prepared which take other factors into ac- 
count, including investment objectives, sales charges, and management fees. 
When more adequate analyses become available, it would be appropriate for 
governmentally-sponsored educational programmes to refer to them, subject to 
appropriate qualifications to indicate that the analyses do not have official 
sanction. If the financial press does not develop such analyses, it may be 


necessary for government to do so. 


10.41 The information which must be conveyed, if the three methods discussed 
above are to be successful, includes comparative data on sales charges 
and management fees. For that information to be effectively transmitted, it 
must be meaningfully disclosed on a properly comparable basis. This is readily 
accomplished with sales charges. Only one question of importance needs to be 
resolved. Sales charges are traditionally disclosed as a percentage of the 
amount paid by the purchaser, rather than of the amount invested in the mutual 


fund. The prevailing rate of sales charges is usually stated as 8.5% of the 
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amount paid. It could as well be stated as 9.3% of the amount invested, although 
the two rates are not exactly the same; 8.5% of the amount paid is actually 


9.2896% of the amount invested. 


10.42 We have had a number of suggestions made to us that sales charges 
should be required to be disclosed, in prospectuses and sales litera- 
ture, as a percentage of the amount invested in the mutual fund rather than as a 
percentage of the amount paid by the purchaser. It is said that such disclosure 
would facilitate comparisons with stock exchange commission rates, and would 
better emphasize the significance of sales charges to the investor. It is, in 
our view, clear that the prospectus should contain information as to the meaning 
of the sales charge rate, and that its adequate explanation requires the use of 
both methods of expression. We have, however, concluded that a compulsory 
change in the prevailing method for the expression of sales charge rates in 


documents other than the prospectus is unnecessary. 


10.43 Our principal reason for acceptance of the prevailing method for the 
expression of sales charge rates is that most mutual fund purchasers 
decide on a particular dollar amount rather than on a particular number of 
shares or units. Such purchasers can more easily compute the portion of their 
payment which will be absorbed by sales charges if the rate is stated as a 
percentage of the amount paid by the purchaser. The purchaser who has $1,000 
available for investment and is told that sales charges are 8.5% of the amount 
he pays can quickly determine that he will pay $85 for sales charges and that 
$915 will be invested. If he is instead told that sales charges are 9.3% of 
the amount invested, he must calculate the amount invested, which will be a 
dollar figure that, when increased by 9.3%, equals $1,000. If P is the amount 


invested, the equation he would have to use for this calculation would be 
$1,000 = P + 2:3 P 
P would, in fact, equal just over $914.90 rather than $915. 


10.44 Apart from the fact that it would require purchasers to solve an equa- 
tion in order to compute commission payments, we would be concerned for 


another reason about the compulsory adoption in Canada of sales charges computed 
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as a percentage of the amount invested. The practice in the United States is 
to state sales charges as a percentage of the amount paid by the purchaser, and 
it is inevitable that sales literature or other material concerning United 
States mutual funds will be read by at least some Canadians. Confusion con- 
cerning sales charges would inevitably result, and if the prevailing rates in 
the two countries remain the same it would be easy for the potential purchaser 
to be mislead into believing that the Canadian rate, stated as 9.3%, was higher 


than the United States rate, stated as 8.5%. Such a result would, in our opin- 


ion, be highly undesirable. 


10.45 Disclosure of management fees on a comparable basis is a more diffi- 
cult problem, because of the relationship between management fees and 
other management expenses. As noted in paragraph 10.15, management fees can in 
effect be increased through the allocation of a management expense to the mutual 
fund rather than the management company. Tables X-A and X-B sufficiently indi- 
cate both the disparity of practice in this area and the fact that variances 
between mutual funds are far greater when management fees are considered to- 
gether with other management expenses than when they are considered alone. It 
is therefore essential that a system of disclosure designed to encourage com- 
parisons among mutual funds include provision for management fee and expense 
comparisons on a basis that will not be affected by the allocation of expenses 


between mutual fund and management company. 


10.46 We have considered whether it would be appropriate to prescribe by 
statute a basis for the allocation of expenses between management and 
distribution companies and the mutual fund, and have concluded that such a 
requirement would be unduly onerous. Instead, the stress for purposes of dis- 
closure should be on the management expense ratio. This ratio should be cal- 
culated for any year by aggregating the management fee and all other management 
expenses (which would include all expenses except brokerage fees and other fees 
incurred in the completion of transactions and income taxes) of the mutual fund 
for that year and expressing the result as a proportion of average total net 


assets for the year. Average total net assets should be the average of the 
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total net assets of the mutual fund on all days upon which net asset value per 
share or unit was computed. The information so provided will furnish a far more 
valid basis for comparison among mutual funds than do management fee rates 
standing alone. It, rather than the management fee, should be the subject of 
emphasis in prospectuses and sales literature. In addition, we hope that the 
financial press will take advantage of its availability to assist in the prepa- 


ration of the analyses referred to in paragraph 10.40. 


10.47 To improve the comparability of management expense ratios, it is desir- 
able for mutual funds to adhere to a uniform practice in the computa- 
tion of management fees. The industry practice is uniform at present. Almost 
every Canadian mutual fund presently pays a management fee computed as a per- 
centage of average total net assets, although in some cases the percentage is 
determined on a scale which decreases as total net assets increase, and in other 
Cases the percentage varies with the quality of performance. Management fees 
that vary with the quality of performance are usually called incentive fees; in 
paragraphs’ “Tit59"to 11955; *wereconclude for rredsonus “there estates thatemu- 
tual funds should not be permitted to pay incentive fees. Other bases for com- 
putation of management fees are possible; they could, for example, be calculated 
as percentages of capital gains or income revenues. Most such alternative 
techniques would involve the investment managers in conflicts of interest, for 
they would be motivated to concentrate upon the type of revenue on which their 
compensation was based. This fact, combined with the desirability of uniform 
methods to facilitate comparisons of management expense ratios, and our con- 
clusion for other reasons that incentive fees should not be permitted, has led 
us to conclude that management fees should be required to be calculated in all 
cases as a percentage of total net assets. It should be permissible for the 


percentage to be on a decreasing scale based on total net assets. 
10.48 For the reasons set out in this section, we recommend: 


(1) that the knowledge necessary to enable potential purchasers to com- 
pare mutual funds should be communicated to them: 


(a) through regulations concerning the content of material distri- 
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(2) 


(3) 


buted by salesmen, in accordance with recommendations in para- 
graph’ 14279% 

(b) through educational programmes financed, to the extent necessary, 
by government; both federal and provincial governments should 
accept such programmes as a responsibility to contribute to the 
effective investment of savings and thereby to the welfare of in- 
dividuals and of the national economy; and 

(c) through the press and other communications media, including radio 
and television; advertisements for mutual funds should be per 
mitted subject to compliance with recommendations in paragraph 
14.79 and the regulations of the Canadian Radio-Television Com- 


mission should be amended accordingly; 


that the financial press should be encouraged to prepare comparative 
analyses of mutual funds which properly reflect quality of investment 
management, sales charges, management fees and other relevant 

factors in order to enable purchasers to base their selections on ade- 
quate comparisons; if the financial press fails to prepare such analy- 
ses, the task is sufficiently important to justify its performance by 


government; 


that no change should be required in the prevailing practice whereby 

Sales charge rates are expressed as percentages of the amount paid by 
the purchaser, rather than as percentages of the amount invested, but 
that the latter figure should be included in prospectuses for explana- 
tory purposes; that emphasis for disclosure purposes should be placed 
on the management expense ratio rather than on the management fee; the 


management expense ratio for a year should be calculated by expressing 
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the aggregate of the management fee and all other management expenses 
(which would be all other expenses except brokerage fees and other 
fees incurred in the completion of transactions and income taxes) for 
that year as a proportion of the average total net assets for that 
year (which would be the average of the total net assets of the mutual 
fund on all days upon which net asset value per share or unit was com- 


puted in that year); and 


(4) that management fees paid by mutual funds should be required to be 
calculated as a percentage of average total net assets; the relevant 
percentage could vary on a prescribed scale with the average total 
net assets of the mutual fund. 

Recommendations Concerning 
Retail Price Maintenance 
10.49 Successful implementation of the recommendations in the preceding 
section should result in a considerable increase in the pressure on 
sales outlets, including brokers, independent sales forces and direct sales 
forces to reduce their portion of sales charges in order commensurately to re- 
duce the price to the purchaser. Such pressure is a natural development in a 
competitive market. It is of considerable concern to distribution companies, 
which attempt to avoid its consequences through the techniques described in 
paragraphs 2.52 to 2.57. If the distribution isthrough-ajdirect, salessiorear 
the distribution company simply prohibits salesmen from rebating any portion of 


their compensation to the purchaser. 


10550 In the case of independent sales forces and brokers, the distribution 
company has agreements or understandings with them that they will not 
reduce their compensation in favour of the purchaser. Distribution companies 
that rely on these distribution techniques are constantly concerned with price- 
cutting, and will usually refuse to accept sales orders from a broker or in- 
dependent sales force that will not enter into such an agreement or under- 
standing, or is suspected of violating it. The objective of these agreements 
or understandings is to prevent the development of price competition among sales 


outlets, and we have concluded that they should be prohibited. This conclusion 
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is of considerable importance and we have discussed it at length with repre- 
sentatives of a number of distribution companies. Most have expressed opposi- 
tion to the suggestion; indeed, the Canadian Mutual Funds Association has taken 
exactly the opposite position. It proposes that the agreements or understand- 
ings should not only be permitted, but should be enforced by statute. This is 


the position in the United States under section 22(d) of the Investment Company 


| Act of 1940. In view of the importance of our conclusion it seems desirable to 


review the arguments advanced by industry representatives. 


20.51 Agreements similar to those here being considered are well known in 
connection with the distribution of any item that is sold through a 
number of outlets not directly under the control of the principal distributor. 
The practice of entering into such agreements is referred to as "resale price 
maintenance" or "retail price maintenance". The former term is generally used 
in Canada because the specific prohibition in section 34 of the Combines Invest- 
igation Act* relates only to cases of resale. The section is restricted to 
articles or commodities, and we have been advised that it is unlikely the 
courts would consider mutual fund shares or units to be either articles or com- 
modities. Even if the section were applicable to mutual funds, it would be in- 
sufficient for our purposes, since in many cases the legal relationship between 
the distribution company and the broker or independent sales force is that of 
principal and agent (or agent and sub-agent, if the distribution company is 
itself agent of the mutual fund) and the sale by the broker or independent 
sales force to the purchaser is therefore not a resale. For that reason, the 
wider term "'retail price maintenance" is used in the following discussion. 
Following the consideration of the industry's arguments, we discuss in more 
detail the legislative provisions that would be necessary to implement our con- 


clusions. 


Be R.S.C. 1952, c.. 314, as amended. The section reads as follows: 


34. (1) In this section "dealer" means a person engaged in the business of 
manufacturing or supplying or selling any article or commodity. 


(2) No dealer shall directly or indirectly by agreement, threat, promise 
or any other means‘whatsoever, require or induce or attempt to require or 
induce any other person to resell an article or commodity 


(a) at a price specified by the dealer or established by agreement, 
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LOTSZ Some of the arguments advanced by industry representatives in support 
of retail price maintenance have, in our opinion, considerable cogency. 

Those that impress us are based on the fact that the distribution of mutual fund 

shares or units involves important differences from the distribution of consumer 


(b) at a price not less than a minimum price specified by the dealer 
or established by agreement, 


(c) at a markup or discount specified by the dealer or established 
by agreement, 


(d) at a markup not less than a minimum markup specified by the dealer 
or established by agreement, or 


(e) at a discount not greater than a maximum discount specified by the 
dealer or established by agreement, 


whether such markup or discount or minimum markup or maximum discount is 
expressed as a percentage or otherwise. 


(3) No dealer shall refuse to sell or supply an article or commodity 
to any other person for the reason that such other person 


(a) has refused to resell or to offer for resale the article or 
commodity 


(i) at a price specified by the dealer or established by agree- 
ment, 


(ii) at a»price not less than a minimum price specified by the 
dealer or established by agreement, 


(iii) at a markup or discount specified by the dealer or estab- 
lished by agreement, 


(iv) at a markup not less than a minimum markup specified by the 
dealer or established by agreement, or 


(v) at a discount not greater than a maximum discount specified 
by the dealer or established by agreement; or 


(b) has resold or offered to resell the article or commodity 


(i) at a price less than a price or minimum price specified by 
the dealer or established by agreement, 


(ii).at a markup less than a markup or minimum markup specified 
by the dealer or established by agreement, or 


(iii) at a discount greater than a discount or maximum discount 
specified by the dealer or established by agreement. 


(4) Every person who violates subsection (2) or (3) is guilty of an 
indictable offence and is liable on conviction to a fine in the discretion 
of the court or to imprisonment for a term not exceeding two years or to both. 


(S) Where, in a prosecution under this section, it is proved that the 


person charged refused or counselled the refusal to sell or supply an article 
to any other person, no inference unfavourable to the person charged shall 
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goods, in which the prohibition of resale price maintenance has long been 
accepted as a matter of policy. The first of these differences is the great 
importance of reliable sellers, who will not misrepresent the merits of the 
shares or units being sold, nor oversell the prospective purchaser. Similar 
arguments have frequently been advanced in the past in connection with various 
commodities, but we accept that they have particular force in the present con- 
text. Securities are intricate commodities, and it is reasonable that the 
distribution company should wish to retain more control over the identity of 
those actually engaged in the sale to the public. The distribution companies 
would be put in a difficult position if denied the ability to fulfill this wish, 
for in Chapter XIV we make a number of recommendations for the imposition of 
responsibilities on distribution companies and to carry out such responsibili- 
ties they must be able to prevent undesirable sales outlets from participating 


in public distribution. 


OES The second problem of concern to us is distinctive to mutual funds. 

The obligation to redeem on demand by the holder makes it essential for 
the distribution company to retain control over the flow of shares or units. 
Proceeds of new sales are in large part relied on to provide the cash necessary 
to satisfy redemptions, and it is contended that in the absence of retail price 
maintenance, brokers and independent sales i Nigh would be able to operate 
secondary markets within the spread between the sale price and the redemption 


price in the manner described in paragraph 2.56. A broker or independent sales 
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be drawn from such evidence if he satisfies the court that he and any one 
upon whose report he depended had reasonable cause to believe and did believe 


(a) that the other person was making a practice of using articles 
supplied by the person charged as loss-leaders, that is to say, not 
for the purpose of making a profit thereon but for purposes of ad- 
vertising; 


(b) that the other person was making a practice of using articles 
supplied by the person charged not for the purpose of selling such 
articles at a profit but for the purpose of attracting customers 
to his store in the hope of selling them other articles; 


(c) that the other person was making a practice of engaging in mis- 
leading advertising in respect of articles supplied by the person 
charged; or 


(d) that the other person made a practice of not providing the level 


of servicing that purchasers of such articles might reasonably ex- 
pect from such other person. 
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force that engaged in this practice could accumulate a substantial long or 
short position in shares or units to execute orders, secure in the knowledge 
that the position could be readily liquidated. A long position could be liqui- 
dated by presenting the shares or units for redemption, a short position by 
purchases from the mutual fund, probably at a substantial discount from the 
sales charge ordinarily applicable. In either case, the marketing and invest- 


ment arrangements of the mutual fund could be adversely affected. 


10.54 While we are impressed by the arguments developed on the basis of the 
two distinctive factors outlined in the preceding paragraphs, we have 
concluded that retail price maintenance is not necessary to meet the points 
made. Instead, the development of secondary markets in mutual fund shares or 
units should be prohibited. Specific proposals to implement this conclusion 
are made in paragraphs 13.72 to 13.78. The implementation of these proposals 
would, in our opinion, constitute a complete answer to the various arguments 
based on the two factors referred to above. A broker or independent sales 
force would not be able to effect sales to the public without prior arrangements 
with the distribution company, and the distribution company would be a party to 
all transactions. As an additional precaution, we suggest below that the rele- 
vant legislation include a specific provision which would make the belief of the 
distribution company, on reasonable grounds, that the sales outlet intended to 
operate a secondary market sufficient justification for refusing to sell to or 


through that sales outlet. 


LORS5 The other arguments advanced by representatives of the mutual fund in- 
dustry not only have failed to convince us that retail price mainte- 
nance should be supported by statute; they have equally failed to dissuade us 
from our conclusion, reached for the reasons stated earlier in this section, 
that retail price maintenance should be prohibited by statute. The argument 
which is perhaps most stressed is that in the absence of retail price mainte- 
nance different sales charges would be levied against different purchasers. 


This argument is stated as follows in a letter to us written on behalf of a 
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large mutual fund that distributes its shares through brokers and independent 
sales forces: 
[The writer] considers that equality of treatment of all shareholders 
and purchasers of mutual fund shares within the context of the pros- 
pectus, particularly in the area of offering price, is fundamental 
to the sound operations of a mutual fund. It can and indeed has been 
argued that unregulated competitive pricing of mutual fund shares is 
an advantage to the public. [The writer] is ot the opinion, since 
few individual members of the public are in the same competitive 
position, that regulated, equal treatment with respect to pricing is 
a greater benefit, without which many investors, and particularly 
the smaller investor, may suffer substantial prejudice. 
We disagree with this argument. The small purchaser is already discriminated 
against through the lack of availability to him of the sales charge discounts 
provided to large volume purchasers as described in paragraphs 2.18 to 2.20, and 
in our opinion more aggressive competition can in the long run only be of bene- 
fit to the small purchaser even though some purchasers may pay higher sales 
charges than others. After all, the right to bargain as to price is available 


with many items and the law does not ordinarily assume that unfairness is pres- 


ent if one person is able to obtain a better price than another. 


20.56 A good example of our position on the argument relating to inequality 
of price is provided by the dispute over group discounts. Such dis- 
counts are another aspect of the recognition by the mutual fund industry that it 
is necessary to reduce the sales charge levied in sales to large volume pur- 
chasers. Many distribution companies grant the resultant discounts to pur- 
chasers who act as a group, by permitting each member of the group to pay only 
the percentage sales charge that would have been levied if purchases of all 
group members had been effected together. There has been considerable concern 
within the mutual fund industry over the willingness of some distribution com- 
panies to accept organizations as groups although their members have little con- 
nection among themselves. Professional associations, trade unions and others 
are within these categories. In its submission to us, the Canadian Mutual Funds 
Association suggested legislation that would embody a definition of "group" in 
order to avoid this practice. We are of the contrary view; to us, the practice 


is a desirable one, representing in a small way the beginning of a competitive 
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pricing structure that would benefit the small purchasers as well as the large 
purchasers. We think it likely that any reductions in sales charges which re- 
sult from increased competition at the consumer level within the mutual fund in- 
dustry will be initially manifested in an extension of such group discounts, and 
in the availability of volume discounts for purchases of dollar amounts that 


would not presently justify such discounts. 


Leo A somewhat similar argument has been given great stress by a number of 
industry representatives; a report prepared by consultants to the 
Canadian Mutual Funds Association described it as the "free ride" argument, 
"that a representative will spend a considerable amount of time explaining the 
attributes of mutual funds and then find that the client makes his purchase 


through a cut-rate plan or dealer". An accompanying footnote reads as follows: 


It has also been noted by members of the industry that potential 
clients often do not make a purchase from anyone after such a shop- 
ping exercise. We have no figures on the number of individuals so 
affected; however, it is a well-known and frequently observed 
psychological phenomenon and one that is not a part of traditional 
economic models. One writer has labelled the phenomenon "house- 
wives' neuroses" and has exemplified two forms. "In the first Mrs. 
Jones knows that the same toothpaste is being sold at different 
prices in different shops. She goes round and round finding lower 
and lower prices, but can never bring herself to buy, just in case 
she sees a still lower price in a shop on the way home. In the 
second case, Mrs. Jones does buy, but when she sits down for tea 
with Mrs. Robinson, suffers agonies when she learns that the latter 
did find a lower price." G.D.N. Worswick, "On the Benefits of Being 
Denied the Opportunity to 'Go Shopping''', Bulletin of the Oxford 
University Institute of Statistics. Vol. 25 $0196 )7 yin 962 hone Ocoee 
Members of the Industry have told us that the "'agonies" of learning 
of a lower price could result in a higher than otherwise level of 
redemptions and a general distrust of the industry. The possible 
extent of such effects would be very difficult to estimate. 


This argument provides an excellent example of our differences of opinion with 
the industry representatives. The conclusion we have reached is that the great 
majority of mutual fund investors do not engage in a shopping operation; that 
for them shares or units are unsought goods. Mrs. Jones, in the second case 
in the quotation, behaves in the fashion that we think should characterize more 


purchasers; we do not, of course, think they should refuse to purchase, and we 


believe that the fears that this will occur are exaggerated. 
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10.58 Distribution companies that rely on brokers and indepéndent sales 

forces, and distribution companies that rely on direct sales forces, 
have each argued that the prohibition of retail price maintenance would injure 
them at the expense of the other. We have little sympathy with the argument of 
rhe direct sales forces,) that they would have ‘to retain their sales’ charge 
structure at the same level in order to compensate their salesmen, and would 
lose customers to the brokers or independent sales forces that were cutting 
sales charges. Such an occurrence would be the surest possible indication that 
the present level of sales charges is too high. In fairness, we should add that 
not all distribution companies which rely on direct sales forces have advanced 
this argument; one major organization has expressed agreement with the argument, 
considered in the next paragraph, that the principal impact of the prohibition 
of retail price maintenance will be on brokers and independent sales forces 


rather than the direct sales forces. 


BO 59 The argument that prohibition of retail price maintenance would benefit 
distribution companies which rely on direct sales forces at the expense 
of those which rely on brokers and independent sales forces is of more concern 
to us. This argument is based on the claim that distribution companies which 
rely on direct sales forces can readily retain control over this single outlet 
and will be comparatively unaffected by the prohibition of retail price mainte- 
nance; as indicated below, we think that in the short term this claim will prob- 
ably be“correct.) ‘Distribution companies)*that: effect, sales* through ‘brokers or 
independent sales forces, on the other hand, have a number of sales outlets and 
their relationship to the outlets is not as close as is true with direct sales 
forces. Any one of such outlets might reduce sales charges to attract purchas- 
ers from the others, thereby perhaps precipitating a general decrease in sales 


charges for the mutual fund concerned. 


10.60 The most noteworthy point concerning the argument described in the 
preceding paragraph is that it presupposes the occurrence of the very 
event that the prohibition of retail price maintenance is intended to facili- 


tate: ‘the reduction by one or more sales outlets of their portion of the sales 
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charge in order \to, reduce, the price; paid, by the; purchaser. ,ltpalsosassumes jine 
development of awareness on the part of potential purchasers concerning the 
impact of ‘sales charges so that they will put, pressure: on the sales outlets, to 
reduce sales charges. Such pressure could take the form of direct demands for 
sales charge reductions, or at least for proof that the services rendered by 
the sales outlet are sufficient to justify its compensation; or could take the 
less direct but equally effective form of refusal to buy because sales charges 
are unjustifiably high. Such a level of awareness would be virtually equivalent 
to the level of knowledge and ability contemplated by paragraph 10.28. We think 
it unlikely that it will come to purchasers from whom mutual funds are unsought 
goods and who purchase from brokers and independent sales forces more quickly 
than it will come to those who purchase from direct sales forces. For that 
reason, any consequent reductions in rates would probably be quickly reflected 


in competitive pressure on the direct sales force organizations. 


LOnGd In spite of the points made in the preceding paragraph, we think it 
possible that the prohibition of retail price maintenance would re- 
sult in at least a temporary competitive advantage to the direct sales forces. 
We have considered this question, and have decided that any disadvantages in- 
herent in such an occurrence are far outweighed by the advantages in the pro- 
hibition of retail price maintenance. As noted in the next paragraph, we are 
not sure that the prohibition would result in a decrease of sales charges; they 
could remain at the present level, or increase. If brokers and independent 
sales forces must reduce their compensation, this is an indication that present 
levels of sales charges are too high. Second, by reducing their portion of 
sales charges and announcing the reduction to their clients, brokers and in- 
dependent sales forces would hasten the educational process which is the 


objective of the recommendations in the preceding section. 


10.62 Another reason for our rejection of arguments based on alleged com- 
petitive advantages for the direct sales forces is that, for reasons 

indicated in paragraph 10.70, it is possible that implementation of our recom- 

mendations may force a reorganization of the direct sales forces. Disadvan- 


tages in this reorganization might be sufficient to outweigh any competitive 
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advantage they might otherwise receive as a result of the prohibition of retail 
| price maintenance. If these reorganizations are not effected, it is possible 
| that direct sales force salesmen might also participate in price competition. 
| For all these reasons, but primarily because of our belief that the prohibition 
of retail price maintenance is necessary for the development of effective conm- 
petition, we have concluded that the prohibition should be implemented although 


it might temporarily put the direct sales forces in an advantageous competitive 


OO 


position. 


10.63 The most interesting aspect to us of the arguments as to who would 

benefit from the prohibition of retail price maintenance is that each 
assumes that the introduction of competition with respect to sales charges would 
result in a reduction of sales charge levels. We make no such assumption; it 
could also be argued that the removal of the existing administrative constraints 
over sales charges would permit them to increase despite the prohibition of re- 
Pei) price maintenance." If it is correct that prohibition of retail price’ main- 
tenance would bring about a reduction in sales charges, we think the following 
quotation from a commentary prepared for us by one of our consultants, Professor 
a. Breton, is relevant. “With respect to the contention that prohibition of 
retail price maintenance would prevent adequate compensation of direct sales 
forces of the size presently used, he said: 

It is true that with price competition all sellers may not be able 

to sustain a sales force, but this only means that the difference 

between the size of the total actual sales force and that which 

would obtain under competition is in fact indirectly being subsi- 

dized by the excess of R.P.M. price over competitive price. 
Another relevant point is that a decrease in sales charges might actually re- 
sult in an increase in total sales. The exact effect cannot be known until the 


decrease occurs. 


10.64 The final argument in favour of retail price maintenance is the one 

which has caused us most concern. This is that its prohibition would 
put the entire mutual fund industry, rather than a single segment of it, at a 
competitive disadvantage. Mutual fund salesmen would not be rewarded as well 
as would life insurance salesmen, so would be lost as mutual fund salesmen. 
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This argument, like those concerned with which segment of the mutual fund in- 
dustry would be most affected by the prohibition of retail price maintenance, 
assumes that competition would reduce sales charges. It further assumes that 
the decrease will reduce total sales, or at least will not sufficiently increase 
them to make up for the loss in sales charges. We have reached no conclusion as 
to the merits of either of these assumptions. We recognize that if, and only 
if; each of: them is correct, them competitive difficulties) could result’ for the 
mutual fund industry. This possibility should not affect our recommendations. 
Our responsibility is to conduct a study of the mutual fund and investment con- 
tract industries; a recommendation that desirable innovations be withheld unless 
and until similar changes are made in the life insurance industry or the Drokeas 


age industry does not fall within our purview. 


LOR65 Our rejection of the arguments discussed in the preceding paragraph 
need not be based on the reasons there stated; we would not accept 
those arguments even if we had authority to do so. The two assumptions on which 
the arguments are premised, each of which must be present before the competitive 
disadvantage arises, may well be inaccurate. In addition, the increasing degree 
of overlap between the life insurance industry and the mutual fund industry, 
which we recognize with our conclusions in Chapter XIV concerning dual 
licencing, would reduce the impact of any competitive disadvantage. That 
impact would be further reduced by implementation of the conclusions in Chapter 
XVI concerning variable insurance policies ’W For all these: reasons awe 
would reject arguments against the prohibition of retail price maintenance which 


are based on the competitive position with the life insurance industry. 


10.66 A number of technical problems must be resolved in the implementation 
of our conclusion that retail price maintenance in the distribution of 
mutual fund shares or units should be prohibited. The fact that it goes beyond 
the scope of the combines legislation presently effective in Canada because it 
relates to items that are not articles or commodities is not a serious diffi- 


culty. The conclusion can be implemented through a specific provision in legis- 
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lation applicable to mutual funds. A relevant precedent is to be found in the 


provisions of the Bank Act* relating to agreements concerning interest rates. 


10.67 A more difficult problem concerns the form of the legislation itself. 
As noted in paragraph 10.51 the provisions of section 34 of the Com- 
bines Investigation Act, set out in the footnote to that paragraph, would be 
inadequate for this purpose even if that section applied to mutual fund shares 
Or units. It is important to appreciate that the legislation we propose would 
not affect the portion of the sales charge retained by the distribution company, 
nor the sales charge rates specified in the prospectus. The sole objective is 
to require that the sales outlet which effects the actual sale be permitted to 
reduce its portion of the sales charge if it so wishes. This should be the case 
whether the relationship between distribution company and sales outlet is that 


of principal and agent, or of vendor and purchaser. 


10.68 Our conclusion can be effectively implemented only through a legisla- 
tive provision that prohibits any agreement between the distribution 
company and the sales outlets through which it effects sales, whether they pur- 
chase for resale or act as agents, if that agreement prevents the sales outlet 
from reducing its portion of the sales charge in order to produce a commensurate 
benefit to the purchaser. Not only should such agreements be made unenforce- 
able, but it should be made an offence to enter into such an agreement either 


orally or in writing. 


10.69 It is important that the relevant legislation should also include a 
provision with a purpose similar to subsection 34(5), set out in the 
footnote to paragraph 10.51. This provision would, in effect, indicate cir- 
cumstances in which it would be appropriate for the distribution company to 
refuse to effect sales to or through a particular sales outlet. Each of the 
clauses of subsection 34(5) can be adapted for application in the mutual fund 
context. In addition, to carry out the prohibition of secondary markets, the 
provision should specify that the distribution company could refuse to sell to 
or through a particular sales outlet where it believed, on reasonable grounds, 
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Seabank Act, S.C. 1966-67, c. 87, sec. 138. 
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that the sales outlet intended to operate a secondary market in the shares or 


units of the mutual fund concerned. 


LOO The proposed legislation would, technically, apply not only to in- 
dependent sales forces and brokers, but also to direct sales forces, 
which invariably treat their salesmen as agents rather than as employees. The 
principal reason given for this policy is that the salesmen are thereby enabled 
to deduct their sales expenses in the determination of taxable income. While we 
think it unlikely that direct sales force salesmen would in practice voluntarily 
reduce their portion of sales charges the possibility exists that this might 
happen. (The legislation:may therefore have the indirect effect of forcing’ the 
distribution companies which rely on direct sales forces to decide whether to 
accept that possibility, or to reorganize and treat their salesmen as employees. 
This result seems to us perfectly, appropriate.) If, contrarysto our expectatzorne 
direct sales force salesmen do agree with purchasers to reduce their portion of 
sales charges, this will be a desirable improvement in competition. If they 
are instead treated as employees, the distribution company would perforce find 
it necessary to maintain closer control over them, thereby contributing to the 


resolution of a number of the problems discussed in Chapter XIV. 


LO sof We do not anticipate that implementation of our conclusions in this 
section will have a major immediate impact on the Canadian mutual fund 
industry. Any effect will arise only gradually, as the shopping goods segment 
of the market for mutual fund shares or units increases in size. This and, 
of even more importance, the prohibition of secondary markets will combine to 
avoid any adverse impact on orderly marketing of shares or units which might 
otherwise result from the prohibition of retail price maintenance. The arrange- 
ments should produce a gradual but continuous improvement in the quality of 


competition within the industry. 
LOL 2 For reasons set out in this section, we recommend: 


(1) that legislation applicable specifically to mutual funds should pro- 


hibit any oral or written understanding or agreement between a distri- 
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(2) 


(3) 


bution company and sales outlets through which it effects sales, 
(whether the relationship of sales outlet to distribution company is 
that of an agent to his principal or that of a purchaser to his ven- 
dor), if the agreement prevents the sales outlet from reducing 

its compensation on the sale of shares or units in order to produce 
a commensurate benefit to the purchaser; such agreements should be 
made unenforceable, and it should be an offence to enter into such 


an agreement; 


that the legislation contemplated by recommendation (1) should include 
a provision equivalent to subsection 34(5) of the Combines Investiga- 
tion Act, specifying circumstances in which it would be permissible 
for a distribution company to refuse to effect sales to or through a 
sales outlet; such circumstances should include all those in sub- 
section 34(5), with appropriate adjustments, and should also include 
cases where the distribution company believes, on reasonable grounds, 
that the sales outlet intends to operate a secondary market in the 
shares or units of the mutual fund concerned contrary to the prohibi- 


tion of such markets recommended in paragraph 13.79; and 


that no exemption from the legislation contemplated by recommendations 
(1) and (2) should be provided for direct sales forces, but that such 
legislation should not apply to cases where the relationship of the 
distribution company to the sales outlet is that of an employer to 


his employee. 
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Interim Substantive Controls Over 
Management Fees and Sales Charges, Apart iEiRO. Conmmeckyeieuieil I ilenns 


10.73 While we believe that implementation of the recommendations made in the 
two preceding sections will ultimately result in effective competition 
at the consumer level in rates of sales charges and management fees, we recog- 
nize that this result will not come about immediately. We have concluded that 
during the period prior to development of effective competition, substantive 
controls over sales charges and management fees will continue to be necessary. 
The analysis in Chapter II indicates that, unless constrained either by substan- 
tive controls or by effective competition, the upward pressures on sales charges 
and management fees would probably result in substantial increases, unjustified 
from an economic standpoint. That is the reason for the recommendations in this 
section; no implication is intended that the prevailing levels of management 
fees and sales charges are either "too high" or "too low". This section is con- 
fined to management fees. and ta sales charges..on, lump)sum sales.) Thesspecrmic 


case) of sales ‘charges on contractual, plans isjconsidered,in thegnextssection- 


10.74 Given that some form of substantive control is necessary for an interim 
period, the crucial question is what form it should take, Wesaresa. = 
luctant to propose unnecessary changes in the existing regulatory structure pbue 
we have concluded that the present comparatively rigid pattern of maximum fees 
and charges specified by securities administrators should be abandoned in favour 
of a new approach. One reason for this is that we think it desirable to intro- 
duce a higher degree of flexibility in this aspect of industry operations; so 
long as rigid constraints are imposed on sales charges and management fees, it 


is unreasonable to expect the development of true competition. 


LORS There are a number of reasons in addition to the desire for greater 

flexibility that have led us to conclude that fixed schedules of fees 
or charges should be abandoned. It is often helpful to consider management fees 
and sales charges together rather than separately, and a fixed fee structure 
could not do this without becoming excessively complicated. Another problem is 
thatsa fixed fee Structure could, not. be fair «ined! ls s3tuatvons.el le nemo meat 
example, good reason to regard investment objectives and practices as relevant 
to the determination of the appropriate level of management fees and sales 
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charges. A fund on funds or a mutual fund that invests exclusively in bonds 
should, perhaps, pay a lower management fee than other mutual funds of the same 
size. A lower sales charge should, perhaps, be levied on the sale of shares or 
units issued by a mutual fund with very wide and flexible investment objectives 
and practices. These considerations could not feasibly be reflected in fixed 
rate structures, particularly since in the case of mutual funds which appeal to 
the unsought goods segment of the market the maximum rates authorized under such 


mS cuctures tend to represent the prevailing rates. 


20) 27.6 Ourstinalsreason, foreresectionjofefixedhfeeustructures ise thatsthéeyido 
not adequately allow for the exceptional case. During the period be- 
tween 1964 and 1967, one of the most successful Canadian mutual funds judged by 
rate of return was Guardian Growth Fund Ltd. Although its total net assets dur- 
ing this period rose from $1,566,000 to $18,713,000 and its net asset value per 
share from $4.16 to $8.15, it was never qualified for sale in the province of 
Quebec because the management fee paid by it exceeded the 1% limit prescribed by 
the Quebec Securities Commission, referred to in paragraph 10.16. The mutual 
fund ceased distribution of new shares following the introduction of the Ontario 
Securities Commission ruling quoted in the same paragraph, with which it also 
failed to comply. We think it very important that any regulatory structure in 


such a sensitive area as this be capable of dealing with the exceptional case. 


10.677 There are other requirements that should be satisfied by any procedure 


for substantive controls over sales charges and management fees. While 


we think it important to avoid a fixed schedule,.we recognize that it would be 
neither possible nor desirable to resolve each case completely on its merits, 
independently of any guidelines. It is necessary, then, for an administrative 
myrnority. tosretain~the,power,to shape~the! over-all policy) in - this,area.» Hows 
ever, we consider that the present situation under which each provincial admin- 
istrator has authority to formulate a maximum rate schedule without regard for 
what is being done elsewhere is unfair to the organizers of any mutual fund that 
teeto qualify for.sale in more than,one!province..,In)practice, they»must ‘accept 
the most restrictive policy imposed by the administrators in the provinces where 


they propose to qualify. This problem would be avoided if legislation which im- 
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plements our recommendations were to be administered by a body with national 
authority, but for reasons indicated in Chapter XIX we anticipate that provin- 


cial administration will be necessary for at least an interim period. 


LO.78 Until the development of a national agency, the problem raised in the 
preceding paragraph can be best resolved through provincial administra- 
tion but with a single right of appeal to the courts on a basis that would be 
nationally effective. The availability of such a right would also resolve a 
problem which has long troubled us, particularly those of us who are securities 
administrators. This is that administrative decisions on these questions are, 
under present practice, in fact unappealable. They are made on the basis that 
a prospectus will be rejected if the decision is not accepted, since this is 
the only available technique to enforce compliance. Yet to reject a prospectus 
is to deny the right to sell, a serious blow to an operating organization; and 
even if an appeal was successfully taken from the rejection, it would soon be 
necessary to apply for another filing. That application could also be rejected, 
necessitating a repetition of the entire process. This is an undesirable 
result, and we believe that a system of substantive controls should provide for 
a more meaningful appeal from the administrator's decision. A procedure that 
would resolve this problem and also ensure national uniformity of results would 


be highly desirable. 


10.79 In Chapter VIII we conclude that each mutual fund which operates within 
a province should be required to register with the appropriate adminis- 
trator in that province; of course, if national administration is arranged a 
single registration would be possible. The control over sales charges and man- 
agement fees should, in our view, be associated with the registration rather 
than with prospectus filing. This will prevent evasion of the requirements 
through termination of distribution. Each administrator would create and apply 
policy concerning the levels of sales charges and management fees; general 
guidelines would be appropriate, but should be kept under continuing review. 
Hopefully, the various administrators will maintain close liaison and will co- 
operate in the development and application of guidelines. The administrator 


would have the right to challenge the level of sales charges or management fees 


at the time of initial registration of a mutual fund, or to raise the matter ae 
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any later date while the registration remains in effect except during the period 
after a declaration of reasonableness had been made as contemplated by paragraph 


10.82, and while that declaration remained effective. 


10.80 A challenge by the administrator would result in discussions with the 
appropriate person in the mutual fund organization. Most challenges 
would be resolved through such discussions. If the mutual fund organizers found 
themselves in complete disagreement with the administrators, or if one or a few 
administrators took a more rigorous position than their colleagues in the other 
provinces, the mutual fund organization could have recourse to the courts. We 
have concluded that this recourse should take the form of an application for a 
judicial declaration that the sales charge or management fee under discussion 
was reasonable, rather than a formal appeal from the administrator's decision. 
Legal and other costs of such application should be borne by the management or 


distribution company rather than the mutual fund. 


10.81 The exact effect of the application for judicial declaration would vary 
depending upon the circumstances in which the question arose. The fol- 


lowing are the three catagories of circumstances that might occur: 


(a) if the mutual fund had not previously been registered in the particular 
province, the application for its registration would not be accepted 
until the question of sales charges and management fees had been re- 
solved; or, alternatively, it could accept a level of sales charges and 
management fees satisfactory to the administrator and proceed with the 
judicial application in accordance with the procedure in (b); 

(b) if the mutual fund was currently registered in the particular province 
with levels of sales charges and management fees satisfactory to the 
administrator but proposed to increase them to a level not satisfactory 
to him, it would be permitted to retain its registration and to contin- 
ue the sale of shares or units at the previous level of sales charges 
and management fees while proceeding with an application for a declara- 
tion as to the reasonableness of the proposed new level; or 

(c) if the administrator decided that the level of sales charges or manage- 
ment fees for a currently registered mutual fund was too high, or if an 


Sod 


increased level was proposed but the administrator determined that even 
the existing levels were too high, the registration of the mutual fund 
would remain effective and it could retain its existing sales charge 
and management fee structure while proceeding with the application for 
a declaration as to reasonableness of the proposed charge and fee 
structure; this procedure would, for example, be appropriate if the ad- 
ministrator decided that a mutual fund which paid a management fee 
equal to a specified percentage of average total net assets had at- 
tained a size that resulted in economies of scale which should be 
passed on) top the investor. 
In no case should the mutual fund be permitted to state in its sales literature 
that the sales charges or management fees had been found reasonable, although a 
properly qualified statement that they could not be challenged while the order 
remained in effect would constitute relevant information for prospectus dis- 


closure. 


LOs82 We have concluded that the court on such applications should have power 
either to declare that the sales charge or management fee levelethar 
forms the subject matter of the application is reasonable, or to jrefuseysucime 
declaration. The court would not ordinarily be expected to determine what 
levels were reasonable, or to make a specific finding that the levels in ques- 
tion were unreasonable, although reasons for judgment might comment on these 
points. This would leave the matter to be negotiated by the mutual fund organi= 
zation with the administrator or administrators concerned; if the application 
was unsuccessful and agreement?tcould notthereaftersbe*reached with? the admin- 
istrator, a new application could be commenced proposing a lower rate. The only 
exception to these statements would concern applications falling within category 
(c), if the court should refuse to find the levels currently in effect to be 
reasonable. In such cases, in order to permit continuing operation of the mu- 
tual fund, the court should have power to make a specific finding as to what 
would constitute reasonable sales charges or management fees. It should also 
have discretionary power to order the management company or distribution com- 
pany, or both, to pay to the mutual fund money earned by it or them in excess of 


what would have been reasonable, computed from the time the application was 
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brought. That time would be very shortly after the administrator's position be- 
came clear, for only by making the application would the registration of the mu- 


tual fund be preserved. 


10.83 Additional provisions would be needed in order to provide for the na- 
tional uniformity of results which is perhaps the most important objec- 
tive of the proposed procedure. A declaration of reasonableness made by the 
court in the province where the head office of the mutual fund is located, or in 
the province where it is organized if it is a trusteed mutual fund, should be 
effective for a period of a year in all provinces with legislation which imple- 
ments this'report.’ ‘Ini Appendix "'D! we explain in more ‘detail the’ procedure that 
we propose would be followed on such applications, and provide references to 
other instances in which provinces have been prepared to adopt decisions made by 


PnoecOourts: of Other provinces. 


10.84 The arrangements outlined above would provide the desired level of 
flexibility and would retain in the hands of administrators the broad 
PUrhor tysecormake policy ,subyect to appeals to ithe. 'courts’ Am specific cases. 
The arrangements would in addition allow for national uniformity of results and 
would provide the affected organizations with a meaningful right of appeal. Our 
conclusions bear certain surface similarities to proposals made by the Securi- 
ties and Exchange Commission for controls over management fees in the United 
States, which proposals were strongly opposed by the mutual fund industry in 
that country. There are, however, a number of basic differences between the 
two, and we believe that these differences are sufficiently fundamental to make 
Pier crounds’ for Ardustry ‘opposition in the United ‘States trrelevant' to our’ pro- 
posals. One important difference is that under our proposals mutual fund orga- 
nizations could only be required to make the judicial application as a result of 
a challenge made by the appropriate administrator; shareholders or unitholders 
would not have power to require that such an application be made. An even more 
important difference is that our recommended procedure contemplates no circum- 
stance in which the distribution company or the management company could be re- 
quired to refund money earned, with the narrow exception of a category (c) ap- 


plication and then only with respect to excess money earned from the date of the 
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application. Finally, the fact that the appropriate administrator would have 
authority to negotiate would add a considerable degree of flexibility to the ar- 


rangements. 


10.85 Implementation of the procedures we recommend would result in the dele- 
gation of a new type of responsibility to Canadian courts. Such respon- 
sibility exists already in theory, for a mutual fund could appeal from a pro- 
spectus rejection based on the administrator's disapproval of the sales charges 
or management fee, but no appeal of this type has ever occurred. We are satis- 
fied that the courts could effectively deal with applications of the type here 
proposed, provided that guidelines as to relevant factors are specified in the 
legislation. The decision would involve the application of statutory criteria 
to"'reach a,.conclusionjion a specific setpof, facts, altask foriwhichsthercourte 
are well equipped. We anticipate that comparatively few judicial applications 
will in fact be necessary, for the initial applications will result in decisions 


that will constitute adequate precedents for subsequent use. 


10.86 The legislation should give the courts power to receive evidence con- 
cerning, and to consider, all matters jrelevant to ‘the reasonableness mae 
the sales charges or management fees in question. Even if the application con- 
cerns only one of .the/ two —,e1ther sales charges tor managements teess— Dork 
should be considered. They are closely related both from the viewpoint of the 
distribution and management companies and from that of the investor. Even where 
the distribution company is separate from the management company the organizers 
look to the income from both in order to determine the profitability of the mu- 
tual fund operation, and many have told us that they are prepared to break even 
on the distribution activity so long as total net assets are thereby built up in 
order to increase the management fee. From the viewpoint of the investor, the 
two are as closely related: he may well be prepared to pay a higher management 
fee on an investment in a mutual fund with a low sales charge, or without sales 
charges. The matters to be considered by the court are, then, essentially the 
same on the two topics although certain questions are of more direct relevance 


to sales charges or to management fees. 
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10..87 The investment objectives and practices of the mutual fund will be rel- 
evant both to sales charges and to management fees. As noted in para- 


graph 10.75, the management fees rate appropriate for a fund on funds or a mutual 


fund which invests exclusively in bonds may be lower than those appropriate for 


other mutual funds of the same size. On the other hand, a mutual fund with very 


wide and flexible investment objectives and practices, such as a non-convention- 


al fund which takes advantage of the liberality of the restrictions on invest- 


ments for such mutual funds proposed in Chapter XII, may well be more attractive 
to investors than other mutual funds; this will be particularly true while the 
emphasis on rate of return continues, if the more liberal investment practices 
result in a high rate of return even over a short period. That would be a rele- 
vant factor to consider in an assessment of the reasonableness of sales charges; 
if a non-conventional fund anpears to receive an undue competitive advantage by 
reason of the investment practices available to it, the administrator might be 


justified in the assumption that its sales charge rates should be lower. 


10.88 The nature of the services rendered should be considered in some de- 
tail. In the context of sales charges, the extent and effectiveness of 
administrative services used in handling orders and keeping the customer inform- 
ed would be relevant. Less stress should be given the time spent by the sales- 
man in obtaining the order, for the time salesmen are prepared to spend will in- 
crease with the reward to be earned. In the context of management fees, a num- 
ber of matters are relevant to the quality of services. One is the historical 
record of the mutual fund, and of other investment portfolios managed by the 
same persons; any other data which might indicate the ability of such persons; 
and, generally, any information comparative or otherwise that might assist to 
determine the worth of the advice rendered or to be rendered. The allocation of 
management expenses between the mutual fund and the management and distribution 


companies is also an important consideration. 


10.89 Another item of particular relevance concerning management fees is the 
effect of size, in which connection it might be necessary to consider 
the particular mutual fund together with other mutual funds under common manage- 


ment. The factor of size might be relevant to establish economies of scale, or 
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to establish that expenses are unusually large relative to total net assets ina 
small mutual fund. We would hesitate to see the latter factor given full recog- 
nition, for presumably some risk should be involved in the organization of a new 
mutual fund, but it is desirable in the interests of shareholders or unitholders 
that management have enough resources to finance adequate research. In this 
connection, it would also be relevant to ascertain and to consider the fees paid 
for management of investment portfolios of comparable size in other situations. 
We have found a number of instances in which a management company levies a high- 
er fee for the management of a mutual fund than for an investment portfolio of 
comparable size, and in a case where that was found to be true it would be a 


factor ‘relevant “for ‘consideration. 


10.90 Prevailing’ practices in the industry ‘are sof "relevance ‘concerning ybotm 
sales charges and management fees. It is apparent that a rate which 
deviates significantly from industry standards should be subjected to greater 
scrutiny than one which conforms to those standards. Another factor relevant tt 
both types of charges is the value’ of indirect benefits ‘derived by the distripus 
tion company or management company by reason of its or their relationship to the 
mutual fund. If reductions occur in the minimum commission structure of the 
stock exchanges so’'that it is’ no’ longer profitable’ for brokers to’ supply invexe 
change for portfolio transactions the extensive investment advice upon which 
management companies now rely so heavily, an increase in the prevailing level of 
management fees might be necessary. Conversely, if a particular management com- 
pany is found to rely almost exclusively on advice from brokers, it would be 
reasonable to conclude that its management fee should be comparatively low. If 
brokers or others who sell shares or units of a particular mutual fund are com-= 
pensated by reciprocal business as described in paragraph 3.66, this might be 


regarded as having a negative impact on the appropriate level of sales charges. 


Do We do not underestimate the difficulty of the type of analysis proposed 
in the preceding paragraphs. It is of particular importance that the 

courts take into account any factors, whether or not included in the list set 

out above, that make a particular case unusual or justify a result which differs 


from the norm. While their task will not be easy, we have concluded that it is 
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one which the courts are well qualified to perform. They will derive very con- 
siderable assistance in each case from evidence given by the mutual fund orga- 
nization concerned and by representatives of the administrators who appear be- 


fore them. 


my. 92 The substantive controls outlined in this section should be implemented 
for an initial period of five years, at the end of which a review 
should be conducted by the appropriate authority in order to determine whether 
the industry has attained a level of competition at the consumer level suffi- 
cient to justify the removal of the controls. This recommended period should 
not, of course, prejudice earlier removal of the controls if adequate competi- 


tion develops within the suggested period. 
10.93 For the reasons set out in this section, we recommend: 


(1) that the appropriate administrators should be entrusted with responsi- 
bility for the maintenance of a continuing review over levels of sales 
charges and management fees; that in so doing they should not formulate 
fixed fee schedules but should be entitled to formulate general guide- 
lines to assist in their consideration of specific cases; and that they 
should have the right to challenge the continued registration, or to 
deny a proposed registration, of any mutual fund the shares or units of 
which are sold subject to a sales charge regarded by the administrator 
as unreasonable or which pays a management fee regarded by the adminis- 


trator as unreasonable; 


(2) that where a challenge to the registration or continued registration of 
a mutual fund is made on the grounds indicated in recommendation (l), 
the distribution company or management company should be entitled, at 
its own expense, to apply for a judicial declaration that the sales 


charges or management fees in effect or proposed are reasonable; 


(3) that applications such as are contemplated by recommendation (2) should 
have the following effects: 
(a) if the mutual fund had not previously been registered in the juris- 


diction concerned, it would be entitled to elect between postpone- 


Si. 


(4) 


(5) 


ment of registration pending the outcome of the application, or 
completion of registration (subject to satisfaction of the other 
preconditions to registration) on the basis of the lower sales 
charges or management fees acceptable to the administrator, subject 
to an increase if the application is successful; 

(b) if the mutual fund had previously been registered in the jurisdic- 
tion concerned, but it was proposed to increase the level of sales 
charges or management fees to a rate not satisfactory to the admin- 
istrator, its registration would continue in effect with the irate 
unchanged, subject to an increase if the application is successftwi@ 
and 

(c) if the mutual fund had previously been registered in the jurisdic. 
tion concerned, but the administrator decided that the applicable 
sales charges or management fees were too high, or if an increase 
was proposed but the administrator challenged the existing level, 
the registration of the mutual fund would remain unaffected and ex- 
isting levels of sales charges or management fees would remain in 


effect._pending the final outcome of the application: 


that in the cases contemplated by clauses (a) and (b) of recommendation 
(3) the court would only have power to declare the effective or pro- 
posed sales charges or management fees to be reasonable or to refuse 
such a declaration; in the case described in clause (c) of recommenda- 
tion (3), the court would have these powers and would also have the 
further power in the event that it refuse a declaration of reasonable- 
ness, to determine what would constitute a reasonable rate and to re- 
quire the distribution company or the management company to refund to 
the mutual fund an amount equal to that by which the money earned since 
the commencement of the application exceeds what would have been earned 


if only a reasonable rate had been charged; 


that, in the event the relevant legislation is administered provincial- 
ly, a decision of the courts in the province where the head office of 


the mutual fund is located (or, if it is unincorporated its province of 
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(6) 


(7) 


organization) should be effective for a period of one year in all pro- 


vinces with uniform legislation; 


that the procedures to be followed in connection with the application 


should be substantially as contemplated by Appendix "pj"; 


that the court on the hearing of the application should have power to 

receive and to consider evidence on all matters relevant to the sales 

charges or management fees under consideration, including the extent to 
which they reflect prevailing practices in the Canadian mutual fund in- 
dustry. All of the following matters should be considered although 
they should be accorded appropriate emphasis depending upon whether the 
application relates to sales charges or to management fees: 

(a) the investment objectives and practices of the mutual fund. Those 
which impose a comparatively small burden on management may make 
lower management fees appropriate. Those which are conducive to 
higher sales, as for example the wider investment practices avail- 
able to a non-conventional fund as proposed in Chapter XII, may 
make lower sales charges appropriate; 

(b) the nature of services rendered by the distribution company and the 
Management company; allocation of management expenses between the 
mutual fund and the management and distribution companies would be 
a relevant factor here; 

(c) the quality of services, judged by such matters as the court deems 
relevant; including) but not Limited to’ the past’ record of the’ mutu- 
al fund concerned, of mutual funds under the same management, and 
of other investment portfolios under the same management; and any 
other information which might assist in a determination of the 
worth of the services to be rendered; 

(d) whether the mutual fund, alone or together with other mutual funds 
under common management, is of a size such that the management com- 
pany may expect to realize significant economies of scale; 

(e) the prevailing charges for management of other types of investment 


portfolios, and the prevailing rates of sales charges; and 
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(f) the scope and nature of the contribution made by the mutual fund, 
either directly or indirectly, to the management and distribution 


functions apart from the management fee and direct expenses; 


(8) that in no case should sales literature of a mutual fund be permitted 
to include a statement that the sales charges or management fees had 
been found reasonable, although a properly qualified statement that 
they could not be challenged while the order remained in effect would 


be appropriate for inclusion in prospectuses; and 


(9) that the legislation contemplated by the preceding recommendations 
should be, in effect» for) an, initial period, of; fives years, after! whichit 
should be reviewed and the necessity for it reconsidered in light of 
the degree of competition in sales charges and management fees then 
prevailing at the consumer level within the mutual fund industry; if 
an adequate degree of competition becomes apparent in less than five 
years, the: \Llegistatiom should; beimeconsaderned at, suchwearii er itime: 

Interim pubs tantive Controls 
Over Contractuaberlans 
10.94 In paragraphs) 2.22) tos 2. 31) wes describes the, contractuady plan methoaeun, 
investing in mutual funds. Only a brief summary of that discussion is 
necessary» heresamByo the’ term, *contractualpplan"™) we) means any; pehiodic payment 
plan for the purchase of mutual fund shares or units under which the amount de- 
ducted for sales charges from payments made during an initial period is greater 
than it would be if the same total amount of sales charges were evenly deducted 
throughout» the: lafe of: the’ plan. Contractualy plans»difirer) considerably in de= 
tail. For analytical purposes, they can conveniently be divided into prepaid 
sales charge plans and traditional contractual plans. Under the former, which 
are less common than the latter, the planholder makes an initial payment no 
part of which is immediately applied to the acquisition of shares or units; in- 
stead, the entire payment is retained by the distribution company and is applied 
to increase the amount of subsequent payments over a specified period,often the 
full life of the plan. If the planholder fails to complete the plan, he sacri- 


fices any portion of the prepaid amount not previously credited to purchases of 
shares or units. 


360 


£0.95 Under the traditional contractual plans, a portion of every payment is 
immediately invested in the mutual fund but for a specified number of 
initial payments the amount deducted and retained by the distribution company 
as sales charges is higher than the average percentage to be deducted from all 
payments; correspondingly, after the initial period the percentage is lower. 
The precise terms vary considerably, but most provide for the deduction during 
an initial period of the maximum amount permitted under the policies applied by 
securities administrators, of which an example is provided in paragraph 10.14. 
The planholder who fails to complete his plan loses a disproportionate portion 
of his payment by way of sales charges; assuming no change in the value of 
Shares or units purchased, the longer the planholder continues his payments 
past the initial period the less is his proportionate loss. Under each type of 
plan, the excess of the sales charges paid in an initial period over what they 
would have been if sales charges were evenly spread is referred to as a front- 


end load. 


10.96 The principle of the contractual plan is that a disproportionate 

amount of sales charges is allocated ‘to an initial period.” It does 
not necessarily involve any increase of sales charges over what they would be 
if the purchase were effected as a single transaction. In spite of this, we 
are aware of no distribution company that offers a contractual plan under which 
the amount deducted from the planholder's total payments does not exceed what 
would have been deducted if the entire transaction had been effected as a single 
purchase. One reason is that in only a few cases does the contractual plan- 
holder receive the benefit of any volume discount which would be available if 
the total amount paid under the contractual plan were applied to a lump sum pur- 
chase. A more important reason is that service charges are invariably added to 
the sales charges and increase the total deduction. This is contemplated by the 
memorandum quoted in paragraph 10.14, which permits a maximum total deduction 
of 12% "of the value of the contract", taken to mean the amount the purchaser 


promises to pay. 
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10.97 The contractual plan as a distribution technique results from the need 
felt by salesmen to receive their compensation for the sale of a peri- 
odic payment plan as expeditiously as possible. For the same reasons that pro- 
duce the upward pressure on sales charges generally, the distribution companies 
which effect sales through contractual plans are forced by the anomalous compet- 
itive situation to acquiesce so far as possible to this need, and therefore to 
maintain front-end loads at the maximum levels permitted by administrators. 
Successful implementation of the proposals in this chapter which are designed to 
end the competitive anomalies and to introduce effective competition at the con- 
sumer level should affect contractual plans. That will, however, occur over a 
comparatively long term and it is necessary to consider what controls should be 
applied to contractual plans during the interim period. The questions to be re- 
solved are whether the controls proposed in the preceding section would be ade- 


quate for the purpose,and, if not, what,additional .controls’ ane necessary. 


10.98 To resolve the questions here being considered, it is important to de- 
termine why contractual plans are used as vehicles for mutual fund in- 
vestments. The answer from the viewpoint of the distribution company and the 
salesman is stated in the preceding paragraph. It is less clear from the view- 
point of the investor. If he fails to complete, he will pay a disproportionate 
amount of sales charges. Even if he does complete the plan, the impact of ser= 
vice charges will result in the deduction from his payments of more than would 
have been the case if he had paid the same total amount in one or more lump sum 
payments rather than under a contractual plan. These statements do not allow 
for fluctuations in the value of shares or units purchased, but they will often 
or usually be more true rather than less true if such allowance is made. It is 
reasonable to assume,for analytical purposes, that a mutual fund investment will 
earn a positive rate of return. Accepting this assumption, the front-end load 
can only reduce the return earned over the life of the plan, since the money de- 
ducted as front-end load does not work for the planholder as long as it other- 
wise would. The excess of the front-end load over a sales charge deducted at 
an even rate would be working for the purchaser from its time of payment if he 


selected another method of investment than the contractual plan. 
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10.99 In paragraphs 2.31 and 2.32 we discuss the reasons which would justify 
a contractual plan from the purchaser's viewpoint, and arrive at no 
satisfactory explanation; the argument that contractual plans promote forced 
savings, because the planholder who has made his initial payments is aware that 
me must. continue payments in order to reduce his rate of sales charges, is post- 
poned for discussion in this section. Closely related to the forced savings 
argument is the claim that many mutual fund investors are persons on regular in- 
comes who are accustomed to purchase on the instalment plan and find it con- 
venient to write cheques on a monthly basis. Apart from these arguments, we are 
aware of no reason to justify the acceptance by the purchaser of the financial 
disadvantages described in the preceding paragraph. Unless these two arguments 
constitute an adequate explanation, the success of contractual plans can only 
be explained as a manifestation of the fact that purchasers in the unsought 
goods segment of the market for mutual fund shares or units do not compare 


alternatives. 


10.100 The two arguments which might explain contractual plan investments, 
that they encourage forced savings and that they are designed to appeal 
to the investor who is accustomed to instalment plan purchases, have been al- 
luded to frequently by participants in the mutual fund industry during conver- 
sations with us and with our staff. We recognize some logic in these arguments, 
but very much doubt their adequacy to explain contractual plan investments. A 
purchaser could accumulate monthly cheques until he had enough to effect a lump 
sum investment, and would thereby in many or most cases substantially increase 
mis rate of return. It is doubtful that an investor who wished to save on a 
periodic payment basis would deliberately, with knowledge that this alternative 
is available and of the implications of each alternative, select a contractual 
plan as his investment vehicle. Our doubts are accentuated by the results of 
the consumer survey conducted under our auspices. Present holders of contract- 
ual plans and former holders of contractual plans who had redeemed their hold- 
ings were asked about the level of sales charges as percentages of their total 
investment and as percentages of payments made in the first year. Oca present 


holders of contractual plans, 57.2% said they did not know in what percentile 
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range the sales charges would fall as percentages of total payments and 44.7% 
said they did not know in what percentile range the deductions during the first 
year ‘would fall as perctentages“of payments an that” year.© *cCorresponcine 11cures 
for holders of contractual plans who had redeemed were 66.2% and 51.3% respec- 
tively. In both cases, only’ a°small portion of those who said” they knew the 
relevant information gave answers” im the» correct’ percent ler ranges. (nese sta— 
tistics are ditficult’ to reconcile with careful” analysis of “alternatives prior 
to the investment decision. 
105 YOu Supporters of ‘contractual plans do not, generally speaking, contend thae 
careful analysis is‘ done by potential” planholdersy “Rather, vt as saa 
that such purchasers make “their décisi0ons.on the basis Of their lone-cermeop- 
jectives and’ their monthly Saving ability, with Pittle resard’ tor alternative 
methods “of investment. "On this wargument, the “contractual plan’ is Justi) weaeny 
the fact that it is tailored for small, regular investors and provides” the nec— 
essary (and expensive) administrative services required to process the cheques 
received from such investors and to send them statements. “Most industry. repre 
sentatives acknowledge that a periodic payment plan without a front-end load 
could be equally well tailored for the small investor. They contend, however, 
that it would be less effective because it would lack the forced savings element 
unless a redemption fee or similar charge was applied as under the variant of 
the contractual plan discussed in paragraph 2.27, and because it would be more 
difficult to compensate salesmen so that they could afford the time necessary to 
effect sales to persons who are only able to make small monthly payments. We 
have been told that, in the absence of “contractual plans. such persons, woul 
never invest in mutual funds at all, with resultant loss to themselves and to 
the economy. 
LO ys 0.2 The assumption that many contractual plan purchasers would not purchase 
but for theswork of salesmen is, ) inl Ourpopiniop,sCOrrect 6 luntc are ee 
our concept of the unsought goods segment of the market for mutual fund shares 
or units. However, there must be some limit on the extent to which the sales= 
man should be compensated from the proceeds of sale for the trouble in effecting 
a difficult sale. Ordinarily the limit would be imposed by competition, but 


that is not an operative restraint in the present situation. In a determination 
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of the appropriate limits on front-end loads, and of the relevance of the forced 
SaAvinvs argument, sttedasehelpfuintorreview the*actual financial? experience of 
contractual planholders. We collected detailed information on the Canadian 
experience under contractual plans sold in March, 1964, a date selected as suf- 
ficiently current thatthe sales made could be taken as representative of ex- 
isting practice but as sufficiently long past to provide an adequate indication 
Onvexperszence.. Of 2,623 plans studied which were sold by the larger distribu- 
tion companies (these were not all the plans sold in that month by such com- 
panies since some supplied information on the basis of an extensive random 
pine jee Sol) 0 Sl 73) were, redeemed prior .to Decenber S11, '1967 or within 46 
months. These results indicate unsatisfactory experience under most contractual 
plans.) a conclusion which is contipmed by experience under those plans which 
were:not redeemed.) /Of thes1§792 plans an> force’ at December 31),°1967, only 819 
Cred Seve (Demo 5i2¢.0f thesoripinal 2502359 plans) were paid up ‘toi date. 

Holders of the remaining 973 plans were behind in their payments: 373 (38% of 
them vo planseorm 146 2270f thesplans originally sold) by 25°o0r more* months ;~ 197 
(20 eorethes 07 5) plans or 725 teorr the plans ,orrginally sold) by 12°or more but 
fess thane25 months: anae4059(425 -orethel 9 7seplans or 15.54% 0f the plans ‘origi- 


nalivesoid) by Jess -thanvl2*months= 


Oey OS Other data collected by us supported or were consistent with our gen- 
eral conclusion that the average experience under contractual plans is 
unsatasfactory. For’ example, the statistics on experience with plans sold by 
smaller distribution companies show that, of 361 plans studied which were sold 
in March, 1964, 110 or 30.5% had been redeemed by December 31, 1967, by com- 
Marison with 3157% of=those™sold by Large companies. Only 80 or 22-72% had pay- 
Ments made up to daté jas compared with 31.2% for the plans sold by the larger 
companies. This information and that provided in preceding paragraphs does 
meteallowstor fluctuations im the value of shares or units acquired,” but “in 
our opinion that does not reduce the value of the information; thisvis*parcic= 
ularly true in view of the fact that, as noted in paragraph 10.98, allowance 
for fluctuations in value of shares or units would probably make the experience 
of the planholder seem even worse by comparison with that of a purchaser who 


effected a series of lump-sum purchases. It is also of interest that in our con- 
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sumer survey of former holders of contractual plans who had redeemed, 58.5% 
reported that on redemption they received less than total payments made, and 


only 21.1% reported that they received more than total payments. 


10.104 Our factual conelusion concerning contractual plans 1s, then, tiae 
experience under them is unsatisfactory on the average and that a pur- 
chaser who compared the available alternatives would probably not select this 
method of investment. As the programme of public education contemplated by 
paragraphs 10.33 to 10047 increasess themquali ty, OL consumer cnOLcCe, spies omer 
sonable to assume that the use of contractual plans will decline. Whether or 
not that occurs, competition at the consumer Level will bevan ettective cen 
straint on the level of the front-end load and regulatory contrors will bevun— 
necessary. That leaves open the question of the controls appropriate during 
the interim period prior to development of a satisfactory competitive environ- 


ment. 


LO eek: 0:5 We have concluded that controls of the type proposed in the preceding 
section for basic sales charge rates would be inadequate for contract- 
ual plans. Those controls are designed to deal with the quantum of sales 
charges rather than with the manner in which sales charges should be collected, 
More importantly, they are not based on any affirmative finding that basic 
Sales charge rates are “toa high’ .or."'too low". Rather, they are desionedars 
assist Competition to operate in order, to determine the appropriate rates meee 
data we have collected on actual experience of contractual planholders are suf-= 
ficient to convince us that the front-end loads currently charged are too high, 
a conclusion which not only justifies but necessitates more rigorous substantive 


restrictions than those proposed in the preceding Section. 


LO2LO6 The question which must be initially resolved is whether contractual 

plans should be prohibited. We have concluded that, except in one 
class of cases, this would be too drastic a remedy; the exception is that the 
sale by contractual plan of shares or units of the non-conventional funds pro- 
posed in Chapter XII should be prohibited. While comparisons with sales 


techniques in other industries such as life insurance cannot be accepted to 
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prevent us from proposing requirements that we think appropriate for applacaH 
tion to mutual funds, it is relevant that the prohibition of contractual plans 
for investment in conventional funds would put mutual fund distribution com- 
panies at a serious competitive disadvantage by comparison with life insurance 
companies. This is not true with non-conventional funds because the segregated 
funds of life insurance companies lack the flexibility of investment practices 
that will be available to non-conventional funds. Another reason to permit con- 
tractual plans for conventional funds is that there is merit to the contention 
that the salesman must be compensated for his time; within limits, it should be 
recognized that the effort involved in a sale to a person who purchases by a 
periodic payment plan is worthy of recognition. In the absence of effective 
competition, the limits are that the extent of the compensation should not be 
such as to make the purchaser's experience unsatisfactory. Finally, it may be, 
in spite of our doubts, that the forced savings argument is of attraction to 
some purchasers; again, however, that is not sufficient to aus ta fyvqaetronesend 
load so large as to result in unsatisfactory investor experience. None of 
these reasons is persuasive with non-conventional funds, since one objective of 
the proposals made in paragraphs 12.30 to 12.39 is to minimize the sale of such 


mutual funds to purchasers for whom they are unsought goods. 


10.107 The decision that experience under contractual plans must be improved 
but that such plans should not be prohibited for conventional funds 
makes it necessary to find another approach. Perhaps the most obvious way to 
improve the experience of planholders would be to restrict sales to persons who 
may be relied upon to complete the plan; it is the planholder who fails to com- 
plete who suffers most from the front-end load. We have considered what tech- 
niques would be appropriate to avoid sales to persons who will not complete 
their plans, and we requested our consultants in) this? area, Professors 
Dell'Aniello and Lefrancois, to do the same. We agree with their conclusion: 
"it would appear virtually impossible for even the best salesman to distinguish 
early redeemers from those who are likely to complete theiy plan at time of 


Saber it 
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10.108 In this report we make a number of recommendations designed generally 
to hasten the development of competition at the consumer level; the 
competition should affect the terms of contractual plans as well as basic sales 
charge rates. Perhaps most important are the proposals in Chapter XIV, parti- 
cularly those designed to encourage the purchaser to review his decision within 
the available rescission rights period. In addition, in paragraphs 14.45 to 
14.48 we propose that distribution companies should be required to establish a 
review procedure so that verification from the purchaser could be obtained 
before a contractual plan was sold to a person for whom it seemed unsuitable. 
While these proposals should be beneficial in the avoidance of the sale of con- 
tractual plans to those few purchasers who will obviously be unable to complete, 
they will not*resolve (the anability *to detect other purchasers Iwhogwilberart 
to complete their plans. We have therefore concluded that substantive controls 
over front-end loads must be imposed during the period prior to development of 


effective competition. 


LOS109 It is impossible to determine analytically what sizevor trontoendmicee 
should be regarded as the maximum permissible. The decision is one of 
judgment, based on knowledge oi the current situation.) 90m, thes basis on sour, 
study of the mutual fund industry, of the terms of contractual plans. 4ncsu= 
the experience ‘under ‘contractual iplans ; owe have? concluded that sthemmaxwnun 
permissibl er deduction ior tsalésteharges during! theginitialeperiodmorsamcia ee 
tional contractual plan should not exceéd 30% of payments made 7) sThis#figure 
does not include service charges, which are separately discussed below.’ Itis 
designed to result in more satisfactory experience without amounting to a pro-= 


inl nienoiml Ox ieneiIe We, 


VULVA el Ys, The 30% figure is only the starting point of an adequate. reculatony 
scheme. The regulations must also indicate how that figure relates 

to over-all deductions from the payments made under the traditional contractual 

plan, and what rules should restrict the allocation of deductions after the 

initial period. It is desirable, subject to the general restriction on the 


size of front-end loads, to preserve maximum flexibility for distribution com- 
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panies to create contractual plans in the forms they prefer, and the sug- 


gestions made in following paragraphs are shaped with that objective in view. 


1 Meee a To pe Consastent with the principle of the contractual plan, that it 
affects the manner in which sales charges are collected rather than 
the total amount of sales charges, the amount deducted as sales charges over 
the siite of a contractual plan should not be greater as a percentage of total 
payments than the basic sales charge rate of the distribution company concerned. 
fhaterate, would, of course, be artected by the controls described in the pre- 
ceding section, so that the proposals in this section should be considered to- 


gether with those controls rather than separately from them. 


bela a2 We have considered whether distribution companies should be required 
to extend to: contractual planholders the benefit: of volume discounts 
such as those under the rate schedule quoted in paragraph 2.18. For example, 
under that schedule the basic sales charge rate is 8.5% of the amount paid by 
the purchaser, and the rate on sales between $5,000 and SSO OO SveSitr me Wid he 
we would think it highly desirable for the benefit of the volume discount to 
be extended to the contractual planholder whose plan contemplates total pay- 
ments in excess of $5,000, we have concluded that this should not be required. 
Because contractual plans impose no enforceable obligation on the purchaser to 
complete, there would be no certainty that the $5,000 minimum purchase would 
be made. Even if this certainty did exist, such purchases are not of the type 
which resulted in the introduction of the volume discount scheme; to require 
that the advantages of the reduced rates be extended to contractual plan pur- 
chasers might constitute an artificial constraint on volume discounts. That 
would be particularly serious if, as we anticipate may be the case, increased 
competition is first manifested in liberalization of the volume discount ar- 


rangements through their extension to smaller purchases. 


Pe 1S The restriction of deductions for sales charges to 30% of payments 
duming “and nataal period would) anithesabsence lofiva idetanition fof the 
initial period, leave open the possibility that sales charges would be deducted 


at the maximum rate until all the charges to be levied during lifetime of the 
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plan had been deducted. Such an arrangement might result in even worse ex- 
perience under contractual plans than that under the plans we have studied. We 
have concluded that the initial period should be restractedsto thirteen in-g 
stalments. Since instalments are ordinarily paid monthly, and since two are 
ordinarily collected in the first month, a thirteen-instalment initial period 
would ordinarily equate with the first year or the life of a traditional cons 
tractual plan. For a further twelve instalments, the maximum deduction per- 
mitted for sales charges should be 15% of payments made by the purchaser. The 
sales charge unpaid after the first twenty-five instalments should be spread 
evenly over the remaining payments. The exact effect of these provisions will 
vary considerably depending upon the term of the traditional contractual plan, 
but we think that the results will be acceptable in all situations. To provide 
flexibility, the relevant provisions should allow other allocations of sales 
charge deductions ,. "subject to) two restrictions... he irs Girestricticneis arian 
the percentage of total payments deducted should at no time during the life of 
the plan exceed the maximum amount permitted to be deducted up to that time 
under ‘theirules: outlinedwabove ey Thersecondvrestrictiom isethatechem sales 
charge deducted from a payment should never exceed the percentage deducted from 


a prior payment. 


10.114 The provisions outlined in the preceding paragraph would allow wide 
latitude in the formulation of traditional contractual plans designed 
to appeal to purchasers; as competition develops, distribution Companiesswims 
be able to take advantage of the right to allocate sales charges in other ways, 
in order to spread-the front-end load over a longer period.” Theyrestrictic.. 
are, however, tailored specifically to the traditional econtractudlsplapecna 
do not allow for the prepaid sales charge plan. We have concluded that the 
latter type of plan should also be permitted, subject to appropriate restric- 
tions. The collection of an undue portion of total sales charges at the out- 
set would be inconsistent with the intent of the proposals made in preceding 
paragraphs, as would the retention by the distribution company of sales charges 


attributable to payments not yet made after the purchaser terminates the plan. 
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LO.115 To allow for the prepaid sales charge plan, a distribution company 
should be permitted to establish a contractual plan in accordance with 
the restrictions outlined above for traditional contractual plans, but to col- 
lect as an initial sales charge payment an amount not in excess of 30% of the 
first thirteen instalments to be paid under the contractual plan. This initial 
payment should be set up on the books of the distribution company as a liability 
to the purchaser, and should be credited to him by being added to subsequent 
instalments paid under the plan. The additions should be in equal amounts and 
the number of instalments over which they are credited should not exceed the 
number of instalments for which sales charges were collected on a prepaid 
basis. If the prepayment equals the sales charges deductible from the first 
thirteen instalments, it should be credited back over no more than thirteen 
instalments; if it equals the sales charges deductible over ten instalments, 


it should be credited back over no more than ten instalments. 


10.116 Logically, it might be expected that the size of the instalments paid 
by the holder of a prepaid sales charge plan while the initial pay- 
ment was being credited back should be reduced by the amount being credited. 
This would mean that with a contractual plan that carried $20 monthly instal- 
ments, under which a prepaid sales charge of $78 was taken, the first thirteen 
instalments would be $14 and the remaining instalments would be $20. Such a 
procedure would, however, be inadvisable since contractual plan purchasers 
usually budget for regular payments equal in amount, and a sudden increase in 
the size of payments during the term of the plan might be inconsistent with 
their budgetary arrangements. In addition, some concession should be made by 
the distribution company in view of the fact that it obtains the use of the 
initial payment for an extra period of time. The prepaid sales charge would 
provide it with immediate use of money some of which would not otherwise be 
available to it until the thirteenth instalment. We have therefore concluded 
that the initial payment, when credited back to subsequent instalments, should 
not be subject to sales charges. As the example in paragraph 10.121 indicates, 
this would facilitate the payment of equal instalments throughout the life of 


the prepaid sales charge plan. 


Sul 


ATW TNS If the holder of a prepaid sales charge plan ceases payments before 

the full amount of his initial payment has been credited to subsequent 
instalments, the distribution company should be required to pay him, in cash, 
the portion’ of thesinitial) paymentanct. so credited,em Ins orderstogcnsurcathac 
the planholder is aware of his rights, the distribution company should be re- 
quired to! advise, him of them 1n-writing. at.any timesduring the, initialsperiod 
when he becomes more than six payments in default. He should be given the 
option to continue payments or to receive the portion of his initial payment not 
added to subsequent instalments upon surrender of the plan either through con- 
version to a paid-up certificate or through redemption of his purchased shares 


On) UNnats* 


LOLS The proposals in preceding paragraphs relate exclusively to sales 
charges and do not take into account other deductions from contractual 
plan payments. The most amportant of such deductions are service, charges, 
which increase the percentage deducted over the lifetime of many plans from 
about 8.5% to about 11-12% of the amount paid. These must be considered in the 
regulatory scheme. It is understandable that they should be charged because 
the expense involved in the administration of a plan under which small monthly 
payments are made can be substantial. However, they could be used as a tech- 


nique for the evasion of other limitations. 


LOS Tas We have concluded that two restrictions should be applied on service 
charges levied under contractual plans, both prepaid sales charge and 
traditional. The first is that they should be deducted uniformly from all pay- 
ments to avoid any front-end load or prepayment effect. The second is that 
there should be a specific maximum limit on the amount of service charges under 
contractual plans. This limit should be determined from time to time by regula- 
tion, in order that it may be adapted to changing costs; the determination 
should be made to reflect the fees of the custodian which assumes the responsi- 
bilities proposed in paragraphs 8.52 to 8.63 and other costs of administration, 
but not to allow an extra profit for the management company. We propose that 
the relevant limit be established, at the outset, at $1.00 per payment or 2% 


of the amount of the payment (including sales charges) whichever is less. This 
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proposal would not affect service charges for items not directly related ito 
the contractual plan, such as reinvestment of dividends. Nor would it affect 


the amount paid for other benefits, such as completion insurance. 


10.420 Our proposals concerning the regulation of contractual plans during 

the period prior to the development of effective competition at the 
consumer level can be illustrated by the example of a contractual plan under 
which the planholder is to pay 120 instalments of $20 cach), fas total’ of) $25 400% 
The basic sales charge rate of the distribution company is 8.5%, so that total 
sales charges on the contractual plan are $204. Under the limits proposed 
above, it could deduct a maximum of $6 (30% of $20) from each of the first thir- 
teen instalments as sales charges, for a total of $78. The maximum deduction 
for sales charges from the next twelve instalments, at 15% or $3 per instalment, 
would be $36. After the twenty-fifth instalment, $114 of the total sales 
charges of $204 would have been received by the distribution company. The re- 
maining $90 in sales charges would be received by the deduction of 94-7/10 
cents from each of the remaining 95 instalments. The distribution company could 
also deduct up to 40 cents (the lesser of $1 or 2% of $20) 45 Service: charges 
from each instalment. At the conclusion of the plan, after deduction of $48 
in service charges, and without allowance for change in values of the invest- 
ment or for dividend payments, the amount invested in shares or units for the 


account of the planholder would be $2,148. 


LO.a21 As an alternative to the arrangements described above, the contractual 

plan could be established as a prepaid sales charge plan. From the 
viewpoint of the purchaser, the plan would be identical except that he would 
make an initial payment of $78 in addition to the monthly payments. His total 
payment would therefore be $2,478 instead of $2,400. $6 would be credited to 
each of the first thirteen instalments increasing the total of each instalment 
to $26; although 30% of $26 is $7.80, the distribution company would not be per- 
mitted to levy sales charges on the amount credited back and would be permitted 
to retain only $6 as sales charges. The amount invested at the time Ob each 


of the first thirteen instalments would therefore be $19.60 after deduction of 


S78 


sales and service charges. At the end of the period, the total amount in- 
vested in shares or units for the account of the planholder would be $2,226 out 


of $2,478 paid by him rather than $2,148 out of $2,400 paid by him. 


10% 122 Ins paragraph) 10,117 we: proposetarrefundsrequiremnentsin, thevevent or 
early termination of a prepaid sales charge plan. In the example given 
in the preceding paragraph, if the plan is terminated at the end of the third 
instalment, the planholder will have paid $78 plus three instalments of $20, 
for a total of $138. Without allowance for changes in the value of his invest- 
ment or for dividends, he will hold mutual fund shares or units worth $58.80, 
after service charges. Upon termination, the distribution) company’ will be 
required to refund to him the portion of his) initial payment notepreviously 
credited to subsequent instalments, which would be $60. Again without allow- 
ance’ forstluctuationsjingvalue orgicredividends: the terminating planholder will 


therefore receive a total of $118.80, being $58.80 plus $60. 


WATE IAS) In paragraph 2.27 we note the periodic payment plan with a redemption 
feeias a variant, of thescontractual’ plan. 7) The rerulatvorestruccuae 

should allow flexibility for the development of “such plans for the sale or 

shares or units issued by conventional) funds. SOnetrestrictioneis=necessai4 

to prevent their abuse. The amount deducted as a redemption fee at the time 

of termination, plus all sales charges and service charges previously deducted 

from instalments paid, should not exceed the maximum permissible deduction from 

those instalments under the restrictions proposed in this section for applica- 


tion to front-end load plans. 


10.124 Legislation which implements the proposals made in this section should 
have no effect on contractual plans outstanding when the relevant re- 

quirements become effective. Such legislation should be reconsidered together 

with the substantive recommendations in the preceding section at the time of 


the five-year review proposed in that section: 
LOS For the reasons set out in this section, we recommend: 


(1) that for purposes of the following recommendations, a contractual plan 


Should be defined as any arrangement for the purchase of mutual fund 
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(2) 


(3) 


shares or units by periodic payments, either by instalments paid on 
a regular basis over a specified period or by a specified number of 
instalments, if the amount deducted for sales charges from an initial 
instalment or a specified number of initial instalments is greater 
than would be the case if sales charges had been deducted at a con- 


stant rate over the life of the plan; 


that the sale by contractual ‘plan of shares or units issued by mutual 
funds categorized as non-conventional under the recommendations in 


faraerapie i259 should be prohibited, 


that subject to the exception in recommendation (4), at no time during 

the life of a contractual plan for the purchase of shares or units 

issued by a conventional fund should the total amount deducted for 
sales charges exceed the maximum amount permitted to be deducted under 
the following rules: 

(a) total sales charges over the life ‘of the *contractual plan may not 
exceed the basic sales charge rate applied by the distribution com- 
pany to small lump sum sales of shares or units of the mutual fund 
concerned; 

(b) the maximum deduction for sales charges from each of the first 
thirteen instalments may not exceed 30% of the amount paid by the 
purchaser; 

(c) the maximum deduction for sales charges from each of the next 
twelve instalments may not exceed 15% of the amount paid by the 
purchaser; 

(d) the deductions for sales charges from all instalments after the 
twenty-fifth instalment must be in equal amounts, 

(e) where the instalments differ in amount, the rules recommended in 
clauses (b), (c) and (d) should be appropriately adjusted; the 
most frequent example is an initial instalment equal: to two or more 
subsequent instalments; and 

(£) the percentage deduction for sales charges from any instalment may 


not exceed the percentage deduction from any prior instalment; 


ee) 


a) 


(5) 


that it should be permissible for the distribution company to receive 


and to retain an initial payment (referred to in this recommendation 


as the "prepaid sum") equal in amount to the sales charges deductible 


from thesfirsttand following instalments; not tovtexcecd@thirteen in 


total) sprovitdedsthatathevftollowing @rules tare compiiedawith: 


(a) 


(b) 


(c) 


(d) 


(e) 


the prepaid sum shall be set up on the books of account of the 
distribution company as an amount owing to the contractual plan- 
holder; 

the prepaid sum shall be credited backwto the contractuaiap lan 
holder through equal credits to instalments paid by the planholder 
as they are paid, which additions shall total the amount of the 
prepaid sum; the number of instalments over which the prepaid 

sum iseceredi ted shall notvexceed sthesnumbermot instalments e1or 
which it nepresents ithersalesscharces . 

the portion of the prepaid sum credited stomeacheinstalnent suas 
NOt DE sSUDTieEGt tLe salesecharges: 

if the, contractual’ planholder terminates “thesplaneby etransterrin, 
his purchased ‘shares or units to a paid-up reertificate or bye pre 
senting them for redemption before the full amount of the prepaid 
sum has been credited back pursuant to clause (b), the portion of 
the prepaid sum not so credited ‘shall be paid to himtin cash; ard 
if at “any time’ béfore “all of the prepaid “sumphasepeenecroauceu 
back pursuant to clause (b) the planholder shall £a11 to make a 
payment during a period of six months, the distribution company 

or other sponsor shall advise him by registered ’maityer his vigaee 


as outlined in clause (d); 


that the deductions permitted under the preceding recommendations 


should be the only deductions from payments under contractual plans, 


except that it should be permissible to deduct service charges in an 


equal amount from each instalment, which amount should not exceed a 
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(6) 


(7) 


(8) 


maximum amount fixed from time to time by regulation and designed to 
compensate the distribution company for costs of administration; the 
regulation should initially specify that the deduction for service 
charges from any instalment may not exceed $1.00 or 2% of the amount 
of the payment, whichever is less; fees for other administrative ser- 
vices unrelated to the contractual plan and for other items such as 


completion insurance should not be affected by this recommendation; 


that it should be permissible to sell a periodic payment plan for the 
purchase of shares or units issued by conventional funds, which plan 
could provide for a redemption fee if the plan was not completed; pro- 
vided that the redemption fee plus all amounts deducted for sales 
charges and service charges from instalments paid should not exceed 
the maximum permissible deduction from instalments paid if the deduc- 
tion had been effected in accordance with the above recommendations 


other than recommendation (4); 


that the preceding recommendations should have no effect on contractual 


plans outstanding when the relevant legislation becomes effective; and 


that the preceding recommendations should be reconsidered at the time 


of the review recommended in paragraph 10.93, recommendation (9). 
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CHAPTER XI 


MANAGEMENT AND DISTRIBUTION CONTRACTS 


i Shea Nh Sales charges and management fees are the most important aspects of 
distribution and management contracts from a competitive viewpoint. 
They are considered in Chapter X. This chapter is devoted to a discussion of 
other aspects of those contracts which are also of very considerable importance, 
although less relevant to competition. The fact that the contracts are the 
source for the entrepreneurial reward of mutual fund organizers is important to 
most of the proposals made in this chapter, for any regulation concerning the 
content of the contracts may have some direct or indirect effect on the avail- 
ability or the amount of that reward. In the formulation of our proposals we 


have endeavoured to avoid any such effects except where they seemed essential. 


11.02 Throughout this chapter as throughout this report the terms 'manage- 
ment contract" and "distribution contract" are used to refer to the 
arrangements whereby the investment management function and the distribution 
function are carried on by organizations separate from the mutual fund. Only 
in the case of incorporated mutual funds are these arrangements ordinarily em- 
bodied in a document which is, technically, a contract. With mutual funds or- 
ganized as trusts they form part of the instrument which creates the trust. 
With a mutual fund organized in another way, the relevant instrument might take 
some other form. These instruments all produce similar results, and involve 
Similar problems from a substantive viewpoint. For that reason they are con- 


sidered together in this chapter, with the word "contract" being used to refer 
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to each of them. It will be necessary for the legislation which implements the 
recommendations to make appropriate allowance for the differences among the 
various instruments. The problems this will involve do not raise questions of 


substance and are not considered here. 


i OS The statement that the various documents which constitute management 
and distribution contracts involve similar problems from a substantive 
viewpoint is not meant to imply that their contents are identical. Our study 
of such contracts shows that there are substantive differences among them, but 
that those differences are not consequential upon the legal forms of the docu- 
ments concerned. One exception should be made to this statement: the manage- 
ment contracts of incorporated mutual funds, because of applicable corporate law 
requirements, invariably purport to reserve to the board of directors of the 
mutual fund the power to review decisions of the management and distribution 
companies as they affect the mutual fund. Such provisions are rare with un- 
incorporated mutual funds. Because we do not propose a statutory requirement 
that all mutual funds must have boards of directors, we attach comparatively 
little importance to this difference from a regulatory viewpoint. The most 
significant difference among the contracts is in the allocation of management 
expenses between the mutual fund and the management and distribution companies. 


This difference is discussed in the following section. 


11.04 In paragraph 6.04 we indicate our acceptance of the philosophy that the 
mutual fund is used by the management company to sell its investment 
advice to the public as according with the realities of the situation. The cor- 
ollary of this is that the investor in a mutual fund should be regarded not as 
a purchaser of a security in the conventional sense, but as a person who is 
delegating the management of his invested dollars. This approach is consistent 
with the sales literature of most distribution companies, which emphasize the 
quality of investment management provided by the management company. The 
delegation to another of the right to manage one's invested dollars!isg agser1ous 
decision, and a highly personal one. Yet management and distribution companies, 
or those who control them, regard their interests in the contracts as a property 


interest, capable of sale for their benefit. 
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11205 Closely related to the concept of the management and distribution con- 
tracts as property capable of sale is the fact that the management and 
distribution companies, or those who control them, are ordinarily in a position 
to decide the terms of the contracts. At the time of organization of the mutual 
fund they have complete control of the situation and can embody in the contracts 
any provision they see fit, provided it complies with the law and is acceptable 
to administrators with whom prospectuses must be filed. In some cases, partic- 
ularly with incorporated mutual funds, amendments to the contracts made after 
public participation in the mutual fund has begun require approval by vote of 
shareholders or unitholders, but this requirement is comparatively rare and 
even when it is present the necessary approval is often easily obtained through 


the use of proxies. 


rT 206 The situation described in preceding paragraphs has enabled successful 
management companies, or those who control them, to effect distribu- 
tions to the public of stock issued by the management company. In such cases, 
the management company is ordinarily the same company as the distribution com- 
pany, or the distribution company is a wholly-owned subsidiary company of the 
management company. Management companies as public companies have been criti- 
cized! onthe basis that! theiz officersmare’ subjectmto asicomflict ofeunterceies 
It is said that the need to make a profit for their shareholders will reduce 
the officers' willingness to spend money in performance of their obligation to 
the mutual fund. It is also said that there are inherent problemssinvolvedsin 
the sale to the public of securities issued by a company the principal asset of 


which is a management contract that is subject to termination. 


GIES Op The importance of the matters raised in the preceding paragraphs is 
readily apparent, for the contracts involved are fundamental to the 
methods of operation of the mutual fund industry. Those matters are discussed 
in this chapter together with the related question of whether the organizers 
should be permitted to prepare the management contract so that it calls for 
payment of a fee which is partially determined by the performance of the mutual 


fund. 
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Allocation of Expenses Under 

Management and Distribution 

Contracts; Contractual Amendments 

11.08 Asiandacatedrim paraeraph 11% 0S, "the nost anportant ‘substantive dif- 
ference among the management and distribution contracts entered into 

with various mutual funds is in the allocation of management expenses between 

the mutual fund and the management and distribution companies. The disparity of 

provisions on) this point is) clearly indicated by Table X-A, set out after para-~ 

sraph) l0A0 54.) Sin panaeraph) 10.4 6iwerreject a Statutory prescription of the al- 

location of expenses, and instead propose that the emphasis for purposes of dis- 

closure should be placed on the management expense ratio rather than on manage- 

ment fees. That conclusion is influenced both by the complexity and detail 

which would be necessary for a complete scheme of expense allocation, and by 

our belief that no such scheme could adequately allow for the circumstances of 


individual cases. In this section we return to the question of allocation of 


expenses in order to determine what, if any, additional provisions are necessary. 


PPEO9 Conclusions set out elsewhere in this report would restrict the extent 
to which substantive differences among management and distribution 
contracts on matters other than the allocation of expenses could affect the mu- 
tual fund and its shareholders or unitholders. For example, we conclude in 
paragraph 13.23 that a mutual fund should not be permitted to pay any commission 
on the sale of its shares or units, and in paragraph 10.80 that it should not 
pay the costs of judicial proceedings concerning the reasonableness of manage- 
ment fees and sales charges. This section is largely confined to provisions 
concerning expense allocation, and to procedures on amendments. There 
are, however, two general conclusions which can conveniently be set out here, 
each of them designed to provide for complete disclosure of the contracts. We 
have concluded that all management and distribution contracts should be required 
to be in writing, and that they should specify in detail all services to be 
rendered and all compensation to be received, including a clear statement of 


the manner of computation and payment of the management fee. 


eed) 


ue aN Implementation of the conclusions in the preceding paragraph will re- 
quire the use of definitions of "management contract" and "distribution 
contract''. The former term should include any arrangement under which the mu- 
tual fund is provided with investment advice, alone or together with adminis- 
trative) sérvices:,“for avfeexliiihe: latter term shouldminciudesanyrarrangement 
under which! a mutual: fund grants’ them right toi purchasewitsishares sorneunttsmtor 
resale, or the’ right to: sell its shares ‘or units on 1ts! behalf eA singlewdocu] 
ment can be, and frequently is, both a management contract and a distribution 
contract. For statutory purposes, appropriate adjustments in this definition 
will be required to allow for the differences among the various types of "con- 
tracts". A mutual fund which carried out the management and distribution 
functions on its own behalf would have no such contracts, and would therefore 


be unaffected by most of the requirements proposed in this chapter. 


Ebsit In spite of our conclusion that the allocation of expenses should not 
be prescribed, we have concluded that those responsible for mutual fund 
operations should not have completely unfettered authority to force the mutual 
fund to pay expenses in addition to the management fee. Disclosure of the 
management expense ratio would not be a sufficient protection against abuse of 
such a wide authority. The difficulty lies in the determination of appropriate 
restrictions. These prohibitions referred to in paragraph 11.09 would not alone 
be sufficient to prevent abuse of the power to allocate expenses, yet a more 
detailed regulatory scheme would be inconsistent with our general decision not 


to recommend that the allocation of expenses be prescribed by statute. 


(iT iy We have concluded that the problem stated in the preceding paragraph 
can be largely resolved through a requirement that the management and 
distribution contracts must specify in detail the expenses which the mutual fund 
may be required to pay in addition to the management fee. The specification 
should include not only the nature of the expenses but the manner of their al- 
location among mutual fund, management company and distribution company and 
among the mutual fund and any other mutual funds under common management. The 


mutual fund should not be permitted to pay any expenses or costs apart from 
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management fees and expenses enumerated in the management and distribution con- 
tracts, except: income taxes and other charges imposed by government; brokerage 
Bnd) Other costs or expenses*incidental to the completion of* transactions: and 
custodial expenses. To extend the list of expenses an amendment to the manage- 
ment or distribution contract would be required in accordance with 


paragraph 11.14. 


dBi SB) It is possible that the allocation of expenses set out in a management 
or a distribution contract might call on the mutual fund to pay ex- 

penses inappropriate for it, such as expenses related exclusively to the sale 

of shares or units. We have concluded that this possibility can be adequately 

met through the provision of authority to supplement by regulation the list 

of expenses which must be borne by the management or the distribution companies. 

Thesadministrator will be able to exercise this authority in the light of ex- 

perience and as undesirable practices come to his attention. We would hope that 

the use of the power would be restricted to exceptional cases, for it is desir- 


able to preserve flexibility in the arrangements adopted by various mutual funds. 


11.14 Ptviseapparent=irom thevconclusions set outv’in’ this section that we 

attach considerable importance to the terms of management and distribu- 
tion contracts. We have concluded that no amendments to them should be permit- 
ted without prior consent of shareholders or unitholders obtained in accordance 
with the provisions enacted pursuant to paragraph 6.57. For this purpose, the 
renewal of a contract with no other charges would not be considered an amendment, 
special requirements for renewals are discussed in paragraphs 11.28 to 11.37. 
The only exception to the requirement for approval of amendments would be cases 
where the appropriate administrator determined that the proposed amendment was 
in the best interests of all shareholders or unitholders, or was immaterial to 
them. In paragraph 12.99 we propose similar restrictions on amendments to 


statements of investment objectives and practices. 
eS For the reasons set out in this section, we recommend: 


(1) that for purposes of the following recommendations the term "contract" 


should include a contract entered into with an incorporated mutual 
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(2) 


(3) 


(4) 


(5) 


fund,sand should also includestrustceagreements, declarations of 
trust or other instruments which accomplish similar objectives for 


mutual funds organized as trusts or in other ways; 


that for purposes of the following recommendations the term "manage- 
ment contract" should include a contract, as defined in recommenda- 
tion (1), under which the mutual fund is provided with investment 
advice, alone or together with administrative services, for a fee; the 
term. "distribution, contract} should inelude ascontract.s  asadetineduin 
recommendation (1), under which the mutual fund grants the right to 
purchasepitssshares ou unitsyfor resalegaorgthe gichtetensei. acs 
shares or units on its behalf and a single contract may be both a 
management contract and a distribution contract; a mutual fund which 
performs the management and distribution functions on its own behalf 


wouldshave moxusuchweontracts: 


that management contracts and distribution contracts should be in 
writing and should specify in detail all services to be rendered and 
all compensation, to»be received, including a,cleareastatement sot the 


manner of computation and payment of the management fee; 


that in addition to the matters referred to in recommendation (3), 
management and distribution contracts should specify in detail the 
nature, of .expenses which the mutual fund may be required to mayein 
addition,to the, management .fee> esuch specification shoulduineludces 
clear statement of the manner of allocation of expenses among mutual 
fund, management company and distribution company, and among the mutual 


fund and any other mutual funds under common management; 


that the mutual fund should be prohibited from paying any expenses or 
costs other than: those contemplated by the management and distribu- 
tion contracts, including the management fee; income taxes and other 
charges imposed by law; brokerage and other costs or expenses inci- 


dental to the completion of transactions; and custodial expenses; 
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(6) that the relevant legislation should include provision for the passage 
by regulation of prohibitions against the payment by mutual funds of 


types of expenses specified in the regulation; and 


C7) that no amendment should be made to the management or distribution con- 
tract without the approval of shareholders or unitholders given in 
accordance with paragraph 6.59, recommendation (3); provided that a 
renewal of a contract would not be regarded as an amendment, and fur- 
ther provided that the appropriate administrator should have power to 
waive the requirement upon being satisfied either: 

(a) that the proposed amendment was in the best interests of all share- 
holders’ or unitholders; or 
(b) that the proposed amendment was immaterial to shareholders or 


unitholders. 


p cM Di 7 : ; 
Tr. 16 The concept of management and distribution contracts as saleable prop- 
erty is ingrained in the mutual fund industry. Persons proposing to 
enter the industry frequently give serious consideration to whether they shceuld 
"buy a mutual fund", which means buying the management and distribution con- 
tracts for a mutual fund, or should organize their own mutual fund. The pur- 
chase of management and distribution contracts can be effected by any of three 
methods, described in paragraph 11.21. We are aware of five purchases of 
management and distribution contracts effected by one or other of these methods, 
which took place in Canada between 1962 and 1967, and it is probable that there 
were more. The number would probably be higher but for three factors: the 
success of mutual funds in recent years, which has dissuaded the "owners" of the 
contracts from their sale; the comparative ease of entry into the mutual fund 
industry; and the influence of judicial decisions that money paid for the pur- 
chase of management or distribution contracts is not deductible or depreciable 


in the determination of taxable income.* 


* 


Capital Management Limited v M.N.R. 
ee oe) ose Der Ge O44 Mattirmine (EXeUt. G7 (DYE C.. 1035, 


The Investors Group v M.N.R. 
Cee ot nos Der Ce S120 tattirming (71 .A.B.) O4 DoT .C. 457. 
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Livy The tendency to view the management and distribution contracts as 
saleable property is a natural result of the fact that they are looked 
to by the organizers of the mutual fund as the source of their entrepreneurial 
reward. We recognize that it is desirable to facilitate the receipt of adequate 
compensation by the successful organizers of a mutual fund. We have, however, 
concluded that to the extent that restrictions on the saleability of management 
and distribution contracts seem necessary for reasons of investor protection, we 
should not hesitate to recommend the imposition of such restrictions. In our 
view, through the acceptance of money for investment management on the basis 
of representations as to the quality of management that will be provided, the 
companies concerned assume at least a moral obligation to purchasers that they 
will in fact manage that money. The argument that dissenting shareholders or 
unitholders are adequately protected through availability of the right to redeem 


is one we reject for the reasons stated in paragraph 6.54. 


i. 2S The opinion expressed in the preceding paragraph relates logically to 
the management contract rather than to the distribution contract. For 
that reason, and because the management contract is of greater concern to an 
investor once his purchase has been made, the conclusions in this section and 
many of the conclusions in following sections relate specifically to the manage- 
nent contract rather than tosthe, distribution ‘contract, ) 1 e015) a.M0st sincun-s 
ceivable that either should be purchased without the other, and the conclusions 
will therefore affect, as a practical matter, purchases of both types of con- 


eLaGusr 


Lig Two other general points should be noted concerning the purchase and 
sale of management contracts. The first is that such a transaction 
should not be prohibited, for it may well be in the best interests of the mutual 
fund. When the management company turns to another line of endeavour, or the 
proprietor of a one-man management company dies or retires, the mutual fund may 
suffer unless a sale is arranged. A sale can also be desirable in cases where 


the management company has not produced satisfactory investment management. In 
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the next section we recognize the latter point through suggestions designed to 
deal with cases where mutual fund shareholders or unitholders wish to dispense 


with an inefficient management company. 


Pie 0 The second general point concerning purchases of management contracts 
is that they involve a problem of definition. It could be said that 
there is little or no practical difference so far as the mutual fund shareholder 
or unitholder is concerned between the results of a change in the identity of 
the investment manager employed by the management company, and a transfer of the 
management contract following its purchase. We agree with that statement, but 
in our opinion it constitutes an argument in favour of the extension of controls 
to changes of employees rather than an argument against the use of controls. 
We have concluded that problems of definition and administration would make un- 
workable any attempt to restrict changes in employees of the management company, 
but that such problems should not prevent the development of necessary controls 


over purchases of the management contract. 


ihe aa | Other definitional problems arise from the various ways in which a 
purchase of the management contract can be implemented. Three separate 
methods can be defined for analytical purposes. The first is an outright as- 
signment or transfer by the management company of its rights under the contract. 
The second is the termination.of the existing contract, immediately followed 
by a new contract entered into between the mutual fund and the new management 
company. The third is the transfer of control of the management company. For 
reasons indicated in paragraph 11.25, we have concluded that the proposals in 
this section should apply to the first two types of transfer. The term "trans- 
fer of a management contract" as used in the following discussion therefore 


refers to. any transfer effected by either of the first two methods. 


Mele 22 In itssPublic=Policy Report**the Securities and) Exchange ‘Commission in 
the United States expressed concern over a practice found to exist in 

that country which compounds the problems involved in the transfer of management 

contracts. Under this practice, the mutual fund pays a portion of the purchase 


* 


supra, footnote to para. 1.07, pages 149-153. 
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price through the inclusion in the relevant arrangements of a provision which 
imposes an obligation on the mutual fund in favour of the transferor; one ex- 
ample, in a case where the transferor is a broker, would be a requirement that 
ali portfoliomtransactions over a “specitied period beset tectcasthirougiecic 
transferor. We fully agree with the conclusion reached by the Securities and 
Exchange Commission that any such provision would be an abuse of the mutual fund 
and should not be permitted. In our researches we have found no evidence to in- 
dicate that similar practices are followed in Canada. We have therefore con- 
cluded that legislation to prevent them is not necessary at the present time, 
but that reliance should instead be placed on the disclosure requirements pro- 
posed in the next paragraph. A review should be maintained of the arrangements 
disclosed so that appropriate steps may be taken if abusive practices should 


develop in spite of the disclosure requirement. 


123 We have concluded that no transfer of a mutual fund management con- 
tract should be permitted without advance approval of shareholders or 
unitholders given in accordance with the provisions enacted pursuant to para- 
graph 6.57. Those provisions would require that complete information be fur- 
nished in connection with the solicitation of the approval, and the necessary 
information should include full disclosure not only of the terms of the transfer 
but also of any related agreements or arrangements between or among the parties 
concerned. This would include any arrangements affecting the mutual fund as 
described in the preceding paragraph; the relevant legislation should specif- 


ically require the disclosure of any such arrangement. 


in2a In principle, the conclusions in the preceding paragraph should apply 
to transfers of the management contract effected in any of the three 

ways described in paragraph 11.21. They can be readily applied to a transfer 
or assignment of the contract, and to a cancellation of the contract followed 
by execution of a new contract. More ditficulties arise with theix application 
to a transfer of control of the management company. There are two principal 
problems: in the latter situation. The first eis,the difficulty inhenentgameany 
attempt at a definition of control, which would result in corresponding dif- 


ficulties in any attempt to require that approval be obtained for a transfer 
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of control. The second, and the less easily resolved, difficulty is one of 
principle, namely whether the shareholders or unitholders of the mutual fund 


should have power to prevent a transfer of control of the management company. 


eS We. think iteprobablelthat’ithestirst difficulty described in ‘the pre- 
ceding paragraph could be resolved. This need not be considered in 
detail, for we have concluded that the second difficulty is sufficiently serious 
to prevent the application of the approval requirement to transfers effected 
through the sale of control of the management company. There are many circum- 
stances in which it would be unfair to the controlling shareholders of the 
management company if the shareholders or unitholders of the mutual fund could 
prevent the sale of their controlling interest. The most obvious case is the 
diversified management company, which carries on a variety of activities in 
addition to mutual fund management; for some of these companies, the management 
of mutual funds is only a small part of their business. Even in cases where 
the management company is exclusively concerned with mutual funds, unfair situ- 
ations can arise. If the management company manages several mutual funds and 
the shareholders or unitholders of all except one approve the sale, it is hard 
to maintain that the one disapproval should prevent its completion. Another 
type of problem situation would be cases where the sale of control is necessary, 
as for example to raise money for the payment of estate taxes. Not to apply 
the approval requirement in these cases may make available a loophole in the 
legislation, but we have concluded on balance that a procedure to plug the 


loophole would raise more difficulties than it would resolve. 


eh ...20 In paragraph 7.25 we suggest that shares or units having a value of 
$50,000 should be required to be placed in escrow as a precondition to 
the registration of a mutual fund. Under the terms of the escrow, transfers of 
the shares or units would be prohibited without consent of the appropriate ad- 
Ministrator. The administrator should withhold his consent to such a transfer 
until satisfied that any approval required under paragraph 11.23 has been ob- 


tained. 
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db ea For the reasons set out in this section, we recommend: 


(1) that the definitions of "contract", "management contract" and "distri- 
bution contract" contained in paragraph 11.15, recommendations (1) 


and(2) should be applicable to the following recommendations; 


(2) that for purposes of the following recommendations the term "transfer 
of a management contract" should include either of the following: 
(a) the transfer or assignment of the rights of the management com- 
pany under a management contract; or 
(b) an arrangement under which a management contract is cancelled and, 
at or about the time of its cancellation, a new management contract 


affecting the same mutual fund is entered into with another com- 


pany ; 


(3) that no transfer of a management contract should be permitted without 
the advance approval of the shareholders or unitholders of the mutual 
fund concerned given in accordance with paragraph 6.59, recommendation 
(3); the material distributed to shareholders or unitholders to solicit 
their approval should include complete information concerning related 
agreements or arrangements, and in particular concerning any obligation 
on the mutual fund which would arise under the transfer or under the 


related agreements or arrangements; and 


(4) that the appropriate administrator should not consent to the transfer 
of shares or units held in escrow pursuant to paragraph 7.44, recom- 
mendation (2), clause (a) at the time of a transfer of a management 
contract until he is satisfied that recommendations in this paragraph 


have been complied with. 


Transfers of Management Contracts Required By 
Shareholders or Unitholders 


drs The comment in paragraph 11.19 that transfers of management contracts 
should not be prohibited because they can often be beneficial to the 


mutual fund leads naturally to the question whether such transfers should occur 
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only at the instigation of the management company. It is apparent that there 
are circumstances in which it would be desirable for holders of mutual fund 
shares or units to have the right to force a transfer. When the management com- 
pany loses interest in the mutual fund or provides it with poor investment 
management, the shareholders or unitholders might well wish to force a transfer 
of the management function to a more efficient company. In addition, the avail- 
ability of a procedure which would permit such a forced transfer would add a 


desirable additional competitive element to the mutual fund industry. 


29 The statements in the preceding paragraph imply a rejection of the 
belief that the management company should be regarded as entitled to 
remain in office because it is through the management and distribution contracts 
that the entrepreneurial reward of the management company and the organizers is 
earned. The conclusion that procedures should be available for the replacement 
of the inefficient management company is not inconsistent with recognition of 
the management contract as a source for entrepreneurial reward. In many other 
types of public enterprise, management is subject to dismissal by the public 
shareholders or unitholders. The fact that dismissals are comparatively rare 
does not mean that procedures for the purpose are unimportant, for they can be 
used in a serious case. Nor is the availability of the procedures a denial of 
management's proper reward; it is, rather, a reminder that management has at 
least impliedly undertaken to operate the organization efficiently and in the 
best interests of all concerned and that it should not be entitled to a con- 


tinuing reward if it fails to carry out this undertaking. 


Wh. 50 While the advantages of arrangements for the forced transfer of manage- 
ment contracts are apparent, very considerable procedural problems and 

problems of principle are involved in the development and application of legis- 

lation with this objective. In the United States, the Investment Company Act 

of 1940 requires that the approval of a mutual fund's shareholders or unit- 

holders for its management contract be obtained at least once every two years. 

One of the purposes of this requirement is to provide them with the opportunity 


to disapprove the contract. It is clear that this requirement has not in prac- 


abe fil 


tice been used for the dismissal of inefficient management companies. The 
reasons are indicated in the following quotation from a report prepared by the 


Securities and Exchange Commission: 


The shareholders' opportunity to accept or reject management and 
shareholder proposals can provide them with meaningful alternatives 
in connection with most matters for which their approval is solicited. 
As a practical matter, however, these alternatives do not exist in 
connection with shareholder approval of advisory contracts. Proxy 
contests initiated by competing investment advisers have taken place 
only in very rare instances where existing management relationships 
have completely broken down. The shareholders themselves cannot 
select a new adviser, formulate a new advisory contract or set a new 
advisory fee; only the fund's board of directors and the shareholders 
acting together can do that. The shareholders alone can only ratify 
or refuse to ratify what management proposes. Shareholder refusal 
to adopt or renew the contract proposed by management, however, might 
leave the fund without an effective advisory contract, and the Act 
provides that no person or organization may serve as an investment 
adviser to a registered investment company except pursuant to a 
written contract. Thus, exercise of the shareholders' right to re- 
fuse to ratify the adoption or the renewal of an advisory contract 
is fraught with uncertainty for—and possibly with harm to—the fund's 
operations. The drastic consequences that may attend the exercise 
of that right impair its effectiveness as a control over advisory 
fees. * 


Pio In spite of the difficulties noted in the preceding paragraph, we have 
concluded that the procedure followed under the Investment Company Act 
of 1940 is appropriate for adoption in Canada. This conclusion is reached in 
part because we have been unable to formulate a superior alternative procedure, 
and in part because the fact that our responsibilities extend to proposals for 
legislation to govern the internal proceedings of mutual funds enables us to 
propose a scheme that should facilitate more effective use of the proposals in 
Canada than has been true in the United States. We have therefore concluded 
that no management contract entered into by a mutual fund registered in Canada 
should bind for a term longer than two years, and that no such contract should 
be renewed without approval of the holders of shares or units. This would 
mean that approval would be necessary at least once in every two-year period. 
The approval would be given in accordance with the provisions enacted pursuant 
to paragraph 6.57, except that, as proposed in paragraph 11.34, a 66-2/3% 
adverse vote would be required to withhold approval. 


* 


Public Policy Report (supra, footnote to paragraph 1.07) page 129, 
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a Oe If the requirement for regular approval of the management contract is 
to be of value, provision must be made whereby an alternative can be 
presented to the holders of shares or units for consideration at the meeting 
called to vote on the management contract. To accomplish this we have concluded 
that a shareholder or unitholder in a mutual fund who is dissatisfied with the 
quality of incumbent management, referred to in the following discussion as the 
"dissatisfied shareholder or unitholder" should be permitted to approach another 
management organization to ascertain whether it would be willing to assume the 
management and distribution functions for the mutual fund. That organization 
should also be prepared to purchase and put in escrow shares or units of the 
mutual fund with a value of $50,000 in order to satisfy the proposal in para- 
graph 7.25, if it is called upon to assume the management and distribution 
functions. If the organization, referred to in the following discussion as the 
"nominee management and distribution company" is prepared to assume these res- 
ponsibilities, the dissatisfied shareholder or unitholder should be entitled to 
support the nominee management or distribution company at the meeting of share- 


holders or unitholders. 


PLS S53 It would be important for shareholders or unitholders to be provided 
with complete information prepared by both sides before a meeting such 
as is contemplated by the above suggestions. Only thus will the selection 
between management companies be meaningful. The obvious method to facilitate 
this would be for the shareholder or unitholder, or the nominee management and 
distribution company, to be given a list of those entitled to vote so that 
material could be distributed. We have, however, concluded that it would not 
be appropriate to require that access be provided for that purpose to lists of 
shareholders or unitholders although the lists could be released voluntarily. 
While under most corporations acts a shareholder is given access to share- 
holders' lists as of right, we agree with the principle of the prohibition con- 
tained in’ several Such acts in Canada ‘against the ‘use of the lists to solicit 
shareholders for the purchase of securities issued by other companies. We are 


concerned here with the danger that the procedure we propose might be used as 
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an opportunity to sell shares or units issued by mutual funds associated with 


the nominee management and distribution company. 


11.34 Unless the list of holders of shares or units was released voluntarily, 
the incumbent management and distribution company or the custodians 
who have lists of shareholders or unitholders would be required to send material 
on behalf of the nominee management and distribution company to all those en- 
titled to vote at the meeting, on payment of reasonable costs of mailing. 
Material sent should include a copy of the management and distribution contracts 
proposed by the nominee management and distribution company, and a clear state- 
ment that it is prepared to assume its obligations immediately after the meet- 
ing. A reasonable amount of additional material could also be sent on the same 
basis. At the meeting of shareholders or unitholders called in accordance with 
the procedure described above, the management and distribution contracts with 
the incumbent company would first be submitted to the meeting. They would be 
deemed to be confirmed unless voted against by the holders of more than 66-2/3% 
of the shares or units present in person or represented by proxy. We have con- 
cluded that this percentage requirement is appropriate in order to avoid the 
possibility of abuse of the procedures we propose; if the procedures prove in- 
effective, consideration should be given to a requirement that the present con- 
tracts be affirmed by a majority of those voting, as would be necessary for 
approval of an amendment to the contract other than its renewal. If less than 
one-third of the votes were cast in favour of the existing contract, the meeting 
would then consider management and distribution contracts with the incumbent 
company, together with those submitted by the nominee management and distribu- 
tion company. The contracts for which the largest number of votes was cast 
would become effective. If there was more than one nominee management and 
distribution company, the management and distribution contracts proposed by 
them should all be considered; a series of votes should be held with one pair 
of contracts eliminated each time until one pair received an absolute majority 


Otevotes Cast? 
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Line oS The procedures outlined in preceding paragraphs do not differ in 
principle from those followed by most public companies. The existing 
contracts, like a board of directors, will ordinarily be approved as a matter 
of routine; a contest will occur only when steps are taken to put an alternative 
before the meeting. The sole purpose of our proposals is to enable alternative 
management and distribution companies to be placed before a meeting of share- 
holders or unitholders. The adequacy of the incumbent management and distribu- 
tion company can then be determined with a meaningful alternative immediately 


available. 


EY LRT a) As indicated above, if the shareholders or unitholders adopt the con- 
tracts submitted by a nominee management and distribution company, 
those contracts should become effective immediately. The $50,000 held in trust 
for the successful nominee company should be applied in satisfaction of the 
escrow requirement proposed in paragraph 7.25 and the shares or units previously 
held in escrow under that requirement should be released. Regardless of the 
provisions of the contract or contracts with the incumbent management and dis- 
tribution company, no penalty should be payable for the termination of the 
existing contract or contracts. Contractual plans would be unaffected by the 


change by reason of the proposals made in paragraphs 8.52 to 8.63. 


eo / While the proposed procedure is designed to be self-enforcing, it is 
unlikely that the dissatisfied shareholder or unitholder and the in- 
cumbent organization will be fully co-operative in its application. It will, 
therefore, be necessary for the appropriate administrator to maintain a contin- 
ling review of the developments in order to ensure that all concerned comply 


Merveticestacitory scheme ine the best ianterests of sharehoiders or unitholders. 


1.25 For the reasons set out in this section, we recommend: 


fl). that the definitions of “contract"’, “management contract" and “distri- 
bution contract" contained in paragraph 11.15, recommendations (1) and 


(2) should be applicable to the following recommendations; 
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(2) 


(3) 


(4) 


(S) 


that no mutual fund should be permitted to enter into a management 
contract which binds it for a period in excess of two years, and that 
renewal of a management contract should not be permitted without the 
approval of shareholders or unitholders given in accordance with 
parasraphr6-59 7 recommendation (3) P*subject te. the special requrre- 


ments concerning voting set out in recommendation (6); 


that a mutual fund shareholder or unitholder (hereinafter referred to 
as the "dissatisfied shareholder or unitholder") who is dissatisfied 
with the management and distribution companies (hereinafter referred 
to as the "incumbent management and distribution company") of the mu- 
tual fund should be permitted to approach another organization (herein- 
after referred to as the "nominee management and distribution company") 
to ascertain whether it would be prepared to assume the management and 


distribution tunctions stor the mutual tunde 


that if the nominee management and distribution company is prepared 

to assume the management and distribution functions, and to comply 
with the escrow requirement proposed in paragraph 7.44, recommendation 
(2), clause (a), the dissatisfied shareholder or unitholder should be 
permitted to nominate it to replace the incumbent management and dis- 


tribution company; 


that during the period prior to the meeting held pursuant to recom- 
mendation (2), the incumbent management and distribution company (and 
any custodian who holds the relevant lists) should, on payment of 
reasonable fees and expenses, send to the shareholders or unitholders 
entitled to vote at such meeting, material prepared by any dissatisfied 
shareholder or nominee management and distribution company which 
material should in all cases include management and distribution con- 
tracts which the nominee management and distribution company is pre- 
pared to enter into with the mutual fund and a clear statement that the 
nominee management and distribution company is prepared to assume its 


obligations immediately; 
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(6) that at the meeting of shareholders or unitholders called pursuant 
to recommendation (2) the management and distribution contracts with 
the incumbent management and distribution company should first be sub- 
mitted to the meeting; they would be deemed to be confirmed unless 
rejected by the votes of over 66-2/3% of the shares or units present 
in person or represented by proxy at the meeting; this percentage re- 
quirement should be kept under continuing review and increased to a 
requirement for approval by majority vote if the relevant provisions 


prove ineffective to accomplish their objective; 


(7) that in the event that the management and distribution contracts with 
the incumbent management and distribution company were not confirmed 
pursuant to recommendation (6), such contracts and the contracts pro- 
posed by any nominee management and distribution company should be 
submitted to the meeting; if there is more than one nominee management 
and distribution company, the contracts receiving the smallest number 
of votes should be eliminated and further votes taken until one pair 
of management and distribution contracts was approved by an absolute 


majority of shares or units voted; 


(8) that the management and distribution contracts approved pursuant to 
recommendation (7) should become immediately effective; if they are the 
contracts submitted by a nominee management and distribution company, 
no damages or penalty should be payable to the incumbent management 


and distribution company; 


(9) that if the management and distribution contracts approved pursuant 
to recommendation (7) are those submitted by a nominee management and 
distribution company, any shares or units currently in escrow pursuant 
to the escrow requirement proposed in paragraph 7.44, recommendation 
(2), clause (a) should be released to their beneficial owners, and the 
nominee management and distribution company should be required to 


comply with the escrow requirement; and 


| 


10) that the appropriate administrator should maintain a continuing review 
of each case in which a dissatisfied shareholder or unitholder makes 
use of the procedure contemplated by the preceding recommendations in 
order to ensure that the statutory scheme is adhered to by all 


concerned in the best interests of shareholders or unitholders. 


Incentive Management Fees 
LIES 9 In paragraph 10:47 we* note* that ‘the’ practice followed#in the: mutual 
fund industry for the computation of management fees is relatively 
uniform, in that almost every Canadian mutual fund pays a management fee 
computed as a percentage of average total net assets. We therefore conclude 
thatthis* method! of* compttation™should® bel required™ins ally cases, way conclusiosm 
based on the need for conparability of management fees and management expense 
ratios among mutual funds. Another reason for this conclusion is that most 
other methods of computation would involve the investment managers in a conflict 
of interests. For example, management fees computed as percentages of realized 
Capital gains or income receipts might tempt the managers to place undue 
emphasis on transactions that would result in capital or in income. Similar 


problems would arise with other types of management fees. 


11.40 The requirement that management fees be computed as a percentage of 
average total net assets leaves open the question of how the relevant 
percentage is to be determined. The method most widely used is a fixed per- 
centage schedule, sometimes declining as total net assets increase in a manner 
Similar to that contemplated by the Ontario Securities Commission policy ruling 
quoted in paragraph 10.16. However, with approximately six Canadian mutual 
funds the percentage is in part determined by a comparison between the per- 
formance (usually used in the sense of rate of return) of the mutual fund and 
that of an indicator such as a published market index. A typical statement of 
a management fee determined in this way might read: "The compensation to be 
paid the investment manager will be 3/4 of 1 per cent of average total net 
assets per annum. This figure will be increased by 1/8 of 1% for each five per= 


centage points by which the performance of the mutual fund exceeds that of the 
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T.S.E. Industrial Index.'"' More wide-spread adoption of this type of manage- 
ment fees by mutual funds has been resisted by securities administrators for 
reasons indicated in the following discussion. In this discussion, we refer to 
management fees determined as a percentage of average total net assets as "in- 
centive management fees" in cases where the percentage is partially or entirely 
determined by comparison of performance with that of an indicator, and as "fixed 
percentage management fees'' in cases where the percentage is determined by a 


fixed schedule. 


11.41 It is important to appreciate that incentive management fees are not 
alone in being affected by the performance of the mutual fund. That 
is also true of fixed percentage management fees. One type of relationship 
between fixed percentage management fees and performance lies in the fact that 
good performance is usually associated with a high rate of return, and a high 
rate of return increases total net assets with a consequent increase in manage- 
ment fees even when they are determined by a fixed schedule. A less direct, 
but perhaps more important, relationship is that good performance ordinarily 
results in a higher volume of sales, thereby increasing total net assets and 
with it the management fee. Incentive management fees merely accentuate the 
closeness of the relationship between performance and management fees. The 
argument of those who feel that incentive management fees are appropriate is 


stated as follows in one submission to us: 


Most mutual funds are paid a straight percentage of the assets 
under administration (usually } of 1% per annum) for investment 
advice and other management services. A portion of this fee 
represents the management company's reward for its entrepreneurial 
success. Insofar as the portion of the fee for investment advice 
is concerned, however, there is no relationship between the size 
of the fee and the value of the advice. 


In our judgement, payment for a service such as investment advice 
should be on the basis of the value of the service not on the cost 
of its production. Such a concept is similar to the payment for 
a piece of art work which has no relationship to the cost of the 
ingredients or to the payment by a company to an employee for 
a money saving idea, which has no relationship to the amount of 
time that he spent thinking of the idea. To the investor, it is 
thesresults that counts © che cost; of providing the. investment 
management services is immaterial.* 
* Phillips, Hager and North Ltd., Submission to the Canadian Committee on 
Mutual Funds and Investment Contracts (Vancouver, 1968) p. l. 
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So stated, the argument is a strong one. It is natural that both those who 

supply a service and those to whom the service is supplied should wish the com- 
pensation to be affected by the quality of the results produced. Such arrange- 
ments are common in the business world, and on initial impression it might seem 


that they should be appropriate in the context of mutual funds. 


11.42 Many arguments are advanced against the use of incentive management 
fees, or of other types of fees based on performance. They range from 
the contention that such fees are bad in principle to the contention that they 
are acceptable in principle but that the necessity for regular computation of 
net asset value prevents their use on any fair basis by a mutual fund. Other 
arguments adopt positions between these two. In the following discussion we 
consider first the more general arguments of principle, and then the technical 


questions involved in the computation and payment of incentive management fees. 


11.43 There are three basic and closely related arguments of principle which 
are advanced against the use of incentive management fees. The first, 
which goes to the root of the arguments advanced in the quotation in paragraph 
11.41, is that investment management is a professional responsibility. The 
manager undertakes to use his best efforts to manage money on a basis consistent 
with the investment objectives of those who entrust it to his care, and the 
quality of his management should not be affected by the basis of his reward. 
The second is that incentive management fees may encourage the investment 
manager to take unnecessary risks with the mutual fund portfolio. If the risks 
are successful, he will earn a higher management fee; if they are unsuccessful, 
the shareholders or unitholders will suffer the resultant loss. In other words, 
the contention is that the investment manager is able to take unnecessary risks 
with other people's money. Inclusion in an incentive management fee arrange- 
ment of provision for a penalty against the management company in the event of 
poor performance as well as a bonus for good performance constitutes a partial, 
but not a complete answer to this argument. The third argument arises from the 
difficulty in determination of the quality of performance. We comment in Chap- 
ter III on the problems inherent in an assessment of the quality of performance 


of a mutual fund, and criticize the tendency to rely on rate of return as the 
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exclusive determinant; we are particularly critical of reliance on rates of 
return established over a short period of time. Yet in the computation of an 
incentive management fee it is necessary to measure performance with complete 
precision according to a pre-determined formula. This necessity has resulted in 
reliance on rate of return as the exclusive determinant of performance for in- 
centive management fees in spite of the problems involved, since no other method 
of expressing performance in precise mathematical terms has found wide accep- 


feance. 


11.44 The three arguments of principle summarized in preceding paragraphs 
indicate clearly that the use of incentive management fees is inap- 
propriate for mutual funds with investment objectives that do not contemplate 
mie acceptance/sof risks in the pursuit of maximum rate of return. It is of 
interest that each of the Canadian mutual funds which presently pay incentive 
management fees has such investment objectives. In paragraphs 12.30 to 12.39 
we propose the adoption of two categories of mutual funds, conventional and non- 
conventional. Mutual funds categorized as non-conventional would be permitted 
greater flexibility to engage in investment activities which are associated with 
risk-taking, such as short selling and borrowing for leverage. We think that 
most or all mutual funds with investment objectives that contemplate the ac- 
ceptance of risks in the pursuit of maximum rate of return would wish to be 
categorized as non-conventional, and we are clearly of the opinion that con- 


ventional funds should not be permitted to pay incentive management fees. 


£1645 To say that incentive management fees should be prohibited for con- 
ventional funds is not intended to imply that they should be permitted 
for non-conventional funds. That question has caused us considerable concern. 
The argument that investment management is a professional task, while relevant, 
would not alone persuade us that incentive management fees should be prohibited 
for non-conventional funds. Nor would the argument that incentive management 
fees encourage undue risk-taking lead us to that conclusion. The argument that 
rate of return is not an acceptable criterion for performance, even for mutual 
funds with investment objectives that contemplate the acceptance of risk, is 


considerably stronger. As the discussion in Chapter III indicates, it may be 
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misleading to assess the performance even of high-risk mutual funds solely on 
the basis of their rate of return. The dangers are particularly acute when, as 
would almost inevitably be the case in the determination of incentive manage- 
ment fees, the rate of return analysis is made for a comparatively short period. 
For this and other reasons indicated in the following paragraphs, we have con- 
cluded that incentive management fees should be prohibited for non-conventional 


as: well sasSfor “Conventional tinds:. 


11.46 The selection of an indicator with which to compare the rate of return 
of the mutual fund adds further difficulty to the incentive management 
fee structure. The comparison should be with an indicator that is relevant to 
the investment objectives of the mutual fund. Doubts have been expressed to us 
as to whether a growth-oriented mutual fund should be compared with the Dow- 
Jones Industrial Average, since that indicator is largely made up of senior 
securities in which many of the aggressive new mutual funds are uninterested. 
While we do not comment on the merits of the example, it does illustrate the 
conclusion that the comparison should be with a relevant indicator. For this 
purpose, "indicator" is used in a wide sense; one Canadian mutual fund pays an 
incentive management fee computed by comparison of its rate of return with the 
average attained by the ten largest Canadian mutual funds. Regardless of the 
nature of the indicator used, it will be difficult or impossible to find one 


which is relevant to the investment objectives of the mutual fund. 


Lay Even if an indicator is found which is comparable to the mutual fund 

on the basis of investment objectives, to make it fully comparable on 
the basis of investment practices would probably be impossible. The mutual fund, 
as a non-conventional fund, would usually have the power to borrow or to effect 
short sales of securities, powers which would be difficult or impossible to 
reflect in an indicator. In addition, the indicator might relate to a single 
securities market, while the mutual fund could invest anywhere in the world. 
We do not think a management company should be paid extra compensation for the 
production of a rate of return superior to that of an indicator which does not 


reflect the availability of such trading advantages. 
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11.48 Even if a fully comparable indicator is available, there are serious 
difficulties in the procedures whereby rate of return of the mutual 
fund is compared with that of the indicator to determine the management fee. As 
the statement of a typical incentive management fee in paragraph 11.40 exempli- 
fies, the usual arrangement is that if the rate of return of the mutual fund 
exceeds that of the indicator by a specified amount, the percentage of average 
total net assets paid by way of management fee is increased. The difficulties 
lie in the application of this arrangement, given the necessity to compute net 


asset value of the mutual fund at regular intervals. 


11.49 Fixed percentage management fees are fully consistent with the need 
for regular determination of net asset value. A deduction is made from 
each net asset value determination to reflect the amount of the management fees 
earned since the preceding valuation. Properly carried out with a fixed per- 
centage management fee, this procedure leads to an exact result, so that no 
annual adjustment is necessary. That is not true with most incentive manage- 
ment fee arrangements; the fee is usually either computed and paid at the year- 
end, or estimated on valuation dates during the year subject to a year-end 
adjustment. It is readily apparent that an arrangement under which the manage- 
ment fee for the year is computed and paid at the year-end is undesirable; 
shareholders or unitholders who, for example, redeem the day before the deter- 
mination, do not absorb any management fees, and the price for shares and re- 
demptions throughout the year does not properly reflect management fees. The 
problem may be only slightly alleviated if an imprecise estimate is made at 
each valuation date, subject to a year-end adjustment when the exact fee for 


the year can be computed. 


iL. 50 The points stated in the preceding paragraph would seem to dictate 
that incentive management fees Shaval be reflected in net asset value 
computation in the same manner as are fixed percentage management fees. This 
would require a comparison between the indicator and the mutual fund at the 
time of each net asset value computation in order that the management fee 
allocable to the period since the last such computation could be accurately 


determined. Such a procedure might, however, be inconsistent with the fact, 
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notedsinsChapterfiii ,. that uselof) ratesotereturneintormationeto contribute ce 
an assessment of the quality of investment management of a mutual fund may be 
misleading unless at least five years' history is used. Rate of return over 

a shorter period is too likely to be affected by random factors. Thus, on the 
one hand it is desirable to effect the comparison on a daily basis; on the 
other hand, it is desirable to effect it only when five years' data are avail- 


able. 


Pt. Sl As if the problems referred to in the preceding paragraphs were not 
enough, there is another difficulty which we think should be recognized 
in the formulation of an incentive management fee structure. Most of the in- 
centive management fee arrangements presently in effect involve the use of a 
comparison of the relative performance of the mutual fund and the indicator over 
a prior period to determine the percentage management fee over a subsequent 
period. This involves two problems. -The first problem is that the mutual fund 
may be called on to pay management fees at a higher rate during the second 
period because of a rate of return which exceeds that of the indicator in the 
first period, although the rate of return in the second period does not exceed 
that of the indicator. This would result in inequitable treatment of every 
shareholder or unitholder with the possible exception of one who held through- 
out the two periods. Those who hold only during the first period may absorb a 
management fee lower than justified by their rate of return, and those who hold 
only during the second period will absorb a management fee higher than justified 


by their rate of return. 


Tie 52 The second problem with the use of past performance to determine future 
compensation is that, if the assets of the mutual fund increase con- 

siderably, the reward may be paid on the basis of a larger total net asset 

value than that managed when it was earned. For example, at the beginning of 

the first year of a two-year period the mutual fund may have total net assets 

of $1,000,000. During that year its rate of return may substantially exceed 

that of the indicator used for comparison, and its total net assets at the end 


of the year may be $5,000,000. In the second year sales of shares or units may 
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continue at a high rate because of the reputation earned in the first year, so 
that the average total net assets in the second year are $20,000,000 although 
the rate of return during that year does not exceed that of the indicator. If 
the management fee during the second year is calculated with an increased per- 
centage rate determined by the rate of return in the first year, the result 
would be unduly large compensation for the management company, as well as being 


unfair to shareholders or unitholders who purchase during the second year. 


Pi .o3 The problems noted in the two preceding paragraphs can have important 
consequences, for assets of a mutual fund may increase rapidly during 
@ period of high rate of return, both because of accretions in value of port- 
folio securities and because of increased sales of shares or units. It is 
generally assumed within the mutual fund industry, although we have no statisti- 
cal proof of the assumption, that it is easier to produce a high rate of return 
when the total assets involved are comparatively small. If that assumption is 
correct, an incentive management fee structure under which the percentage reward 
in one period is determined by rate of return in a preceding period would fre- 


quently have the adverse effects described in the two preceding paragraphs. 


11.54 Numerous attempts have been made, particularly in the United States, 
to arrive at procedures which will adequately resolve the problems 
discussed in preceding paragraphs. We do not here propose to review the various 
procedures, for they differ considerably and adequate explanation would require 
the inclusion of considerable detail. Our staff and consultants have analyzed 
many of the various procedures presently in use by mutual funds qualified for 
public sale in Canada or the United States, and have made use of computer 
facilities to test several procedures against the actual price record of a 
mutual fund and corresponding changes in an index. Our conclusion on the basis 
of these analyses and tests is that none of the procedures tested provides 
precision of calculation without adjustments at the end of a period and yet 
avoids the problems inherent in the determination of compensation during a 
period by the rate of return attained in a prior period. Nor have we been able 
to devise an alternative arrangement which would adequately resolve the prob- 


lems. 


405 


11.S5 We are fortified in our conclusion against incentive management fees 
by our belief that the inability to pay such fees will be adequately 
compensated by the additional recommendations made in Chapter X . The greater 
flexibility in the percentage rates fixed for management fees which would re- 
sult from implementation of those recommendations should remove much of the 
pressure from the mutual fund industry for incentive management fees. This is 
particularly true in view of the fact that the quality of investment management 
is one of the factors to be considered in the assessment of the reasonableness 
of management fees. We are also fortified in our conclusion by the closeness 
of the relationship which exists between the usual type of management fee and 


the rate of return attained by the mutual fund, as described in paragraph 11.41. 
L.S6 For the reasons set out in this section, we recommend: 


that management fees paid by mutual funds should be required to be 
calculated as fixed percentages of average total net assets, in ac- 
cordance with paragraph 10.48, recommendation (4), and that the per- 


centages should not be affected by performance of the mutual fund. 
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CHAPTER XII 


INVESTMENT PRACTICES 


H2.01 Since mutual funds exist to facilitate the delegation of money manage- 
ment, any restrictions on the uses to which the money may be put by 

those to whom management is delegated are of obvious importance. Their im- 

portance is accentuated by the weight given by many mutual fund investors to 

comparative investment performance, usually measured by them in terms of rate 

of return. No matter how carefully formulated an investment restriction may be, 

it is obvious that sometimes, and in some circumstances, the necessity of ad- 


merence to it may have an adverse effect on rate of return. 


22.02 Throughout this chapter, investment objectives should be distinguished 
from investment practices. The former sets out the goals being sought 
in the management of the portfolio; perhaps the most important item of informa- 
tion conveyed by a well-drawn set of investment objectives is the degree of risk 
Which will be accepted in the quest for a higher rate of return. Investment 
practices are the techniques available to assist in the attainment of the in- 
vestment objectives. Every mutual fund prospectus includes a statement of in- 
vestment objectives and practices. By their nature, the investment objectives 
are stated with less precision than the investment practices; yet, paradoxically, 
the potential purchaser can usually glean more information from the former than 
mrom the latter. .This paradox is largely the result of the existing regulatory 


See bho a bh ater 
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122.03 In paragraph 3.10 we provide two examples of statements of investment 
objectives which illustrate both the vagueness of these statements and 
the fact that helpful information can be gained from the comparison of the in- 
vestment objectives of different mutual funds, in spite of their vagueness. This 
is because the statements of investment objectives differ appreciably between 
mutual funds, particularly in cases where a management company is associated 
with a number of mutual funds which are designed to appeal to different classes 
of investors. In paragraph 3.24 we note the finding made by Professors Bower 
and Williamson that a ranking of mutual funds by risk on the basis of a study of 
the published statements of investment objectives would enable the investor to 
place a particular mutual.fund reasonably well on the spectrum ofrrisksasedcte 


minedyby historical Variabilityveor volaciuLty . 


12.04 Statements of investment objectives have not been a focus of attention 
on the part of administrators. No objection is advanced by them to 
such Statements regardless of where on the™ spectrum of risk they place. tucawms 
tual fund concerned. “This is not true of statementS of investment pracercesn 
which are capable of more precise delineation and of adequate enforcement. It 
is difficult to prove whether a statement of investment objectives which Says 
that a high degree of risk will, or will not, be accepted in the quest for rate 
of return has been contravened; it is easy to prove whether a statement of in- 
vestment practices which says that no short sales will be effected has been con- 
travened. For these reasons, regulatory attention has tended to focus on the 
statement of investment practices rather than on the statement of investment 


objectives. 


2205 The attention paid to the statement of investment practices is not only 
understandable but also, we have concluded, unavoidable. The difficulty 
is that no attempt has been made to link investment practices with investment 
objectives. Similar restrictions on investment practices are imposed by admin- 
istrators on all mutual funds. Regardless of their investment objectives, port- 
folio managers are anxious to be subject to as few limitations as possible on 
investment practices. As a result, virtually all mutual funds, regardless of 


their investment objectives, have statements of investment practices which are 
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as liberal as the administrators will permit. This is the reason-why the latter 
statements do not differ significantly among most mutual funds, and it also ac- 
counts for the paradox noted above: the differences among the vague statements 
of investment objectives are more meaningful than those among the precise state- 
ments of investment practices. It is also important that the former indicate 
what the mutual fund will do; the latter only indicate certain things that it 


iil not do: 


12.06 While in this chapter we accept that the principal focus of regulation 
in this area must be on practices rather than objectives, we make pro- 
posals designed to resolve the paradox discussed above. Such proposals are 
based on the distinction, crucial to the scheme we propose, between conventional 
and non-conventional funds. In this chapter we first consider definitions, and 
then discuss the distinction between conventional and non-conventional funds 
together with the questions of principle which underly many of the existing 
restrictions on investment practices. Subsequent sections consider the precise 


restrictions which should apply to conventional and to non-conventional funds. 


Definitions 

o2.07 The following sections of this chapter make use of a number of terms 
which are in common usage within the mutual fund industry. In spite 

of their common usage, many of them lack exact meanings. Others may be un- 

familiar to some readers of this report. For these reasons, and because of 

their importance to the conclusions reached in this chapter, a number of the 

more important terms are defined in this section. Definitions of others are 

supplied where relevant in the chapter. Except for those terms as to which 

exact meanings are generally accepted, the definitions represent our conclusions 

concerning the meaning the terms should have in the regulatory scheme we pro- 


pose; they do not purport to reflect a general consensus on the meanings of the 


terms. 

22.08 The techniques with which we are concerned can be divided for analyti- 
cal purposes between types of transaction and types of investment, in 

the sense of the nature of the assets in which the investment is made. It is 


L.09 


apparent that these overlap: a transaction ordinarily involves an investment. 
Yet the division is an important one, for in the following sections we discuss 
types of transaction such as short selling and borrowing as well as types of 
investment such as illiquid investments and letter stock. In the following 
paragraphs we consider first the definitions of various types of transaction, 
and then the definitions of various types of investment. The definitions are 
general in nature to provide an adequate basis for discussion in subsequent 
sections. No implication is intended that the types of transaction and the 
types of investment described are or are not appropriate for mutual funds. That 


is considered in the later discussion. 


12:09 Short sales of investments, particularly of securities, are a’ contro- 
versial type of transaction. Such a transaction is effected by ajtrad= 
er who believes the price of the security will decline, and does not himself own 
securities of that class. He effects the sale and borrows the securities to 
deliver to his purchaser. The transaction is usually arranged by a broker, who 
receives the proceeds of sale to hold as collateral to ensure that the loan of 
securities can be covered. If the price of the securities subsequently st-eem 
the short seller must provide the broker with additional money as fur therecor 
lateral. Ultimately the short sale is covered through the purchase by thesshoa: 
seller of securities to satisfy the outstanding loan. If that covering purcuesn 
is. effected at a price higher than the short sale, the short sellerssuticrsss 
loss; if at a lower price, he receives a profit: “An imporcCantepeintetsmcrae 
there is in theory no limit to the potential loss of a short seller, =sincesn. 
must cover the loan regardless of price; his profit, on the other hand > )cannes 
be greater than the proceeds of the original sale even if the price of the 
security declines to zero. The reverse is true in the case of an ordinary in- 


vestment where a security is purchased in the hope that its price will rise. 


nae a) A short sale involves the assumption of a liability; the same is true 
orrowing money for leverage, although the transactions are effected 

for different reasons. The former involves borrowing securities (or other in- 

vestments); the latter involves borrowing money. Borrowing money for leverage 


is an activity of traders who believe they can earn a higher rate of return on 
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the money borrowed than the interest they must pay on that money. It is ap- 
parent that if a security is expected to rise from $10 per share to $20 per 
share within a year, and money can be borrowed at an interest rate of 10% per 
year, an investor will make a far higher rate of return on his available capital 
if he borrows money for investment in the security as well as investing his own 
capital; correspondingly, he will thereby increase his loss if, the, price.of the 
security falls. Leverage is an accepted and important part of business activi- 
ties in many other areas than the securities markets, but its importance in 


those markets cannot be overestimated. 


Bee LL While. at is not technically @ trading activity, reference should be 
made here to borrowing money to effect redemptions. A mutual fund may 
sometimes be unable to meet demands for redemption of its shares or units ex- 
cept through the hasty and disadvantageous liquidation of investments. In such 
circumstances, it may be preferable to borrow money to satisfy the redemptions, 
in order that the sale of investments can be effected on a more orderly basis. 


This type of borrowing is very different from borrowing money for leverage. 


‘bea Another activity designed to produce leverage is writing puts and calls, 

We distinguish between this and purchasing puts and calls written by 
others, which is discussed below as a type of investment. Puts and calls are, 
respectively, options to sell and options to buy a specified Security at fa-fixed 
price for a period of time. A trader who believes that a security will increase 
in price may, instead of purchasing that security, sell a put at the current 
Brace: if his prediction is correct, that put will not be exercised for nobody 
Will wish to sell the security to him at that price after the increase occurs. 
Similarly, a trader who believes a security will fall in price may sell a Call 
instead of effecting a short sale. In each case, the proceeds of sale of the 
put or call will be a profit received by the trader with no cash outlay; in each 
case the trader is exposed to a very considerable risk of loss if his prediction 
is incorrect. That is why the issuance of, or writing, puts and calls is a 


highly leveraged type of transaction. 


LiL 


Lal 3 Puts and calls are only one example of the assumption of contractual 
obligations asa trading activity. “Another @cgocd example is .commidity 
futures. These are binding agreements to purchase a certain amount of a commodity 
during a specified future month at an agreed price. They differ from puts and 
calls in that each party” is ‘under’ a‘binding legal”™obligation,” thetone to ibuysane 
the other *to sell.\\Commidity futures are soveasidy dealt invandyliapuirty 
under them is so readily terminated by an offsetting transaction that the legal 
liability of the holder is often overlooked. Both puts and calls and commod- 
ities futures differ from other obligations assumed in the course of trading in 
that they are not, in law, capable of immediate discharge. They can be avoided 
through offsetting transactions, but contracts themselves impose an obligation 
for a fixed period of time. In the following sections , we use the phrase 
"fixed~term financial commitments" to reter to puts and calls) (as) they sartecr 
the trader who writes or issues them), commodity futures, and any other con- 
tractual obligation under which the trader assumes a legal liability which ers 


not, by the terms of the contract, capable of liquidation until a future dace: 


12s WA The adefinitions ‘set tout in preceding paragraphs aré relevant toytracies 
by any participant in the securities markets; any analysis of trading 
would probably include similar definitions. The second of the two divisions 
referred to in paragraph 12.08, types of investment, involves questions that 
are of considerably greater importance with mutual funds than with other traders. 
The necessity to.accept shares or units for redemption on demand by theimiieias 
ers; without sany ontrol over the flow of redemptions and even mithousiie 
ability to make a precise prediction of when a large volume of redemptionsgwuelm 
OCCUr; 1S a "Serious responsibility. she corresponding ob] heatronetco ee! 1cer 
regular valuations sof assets “in order to compute netlasset valucepeisshemenas 
UNLtyis «also a serious Wesponsibility.) (in laterasectiions jot sth vse Chapt ctawc 
conclude that the assumption of these responsibilities should be considered to 
result in certain continuing obligations, to restrict) thesextent oteinvescicms 
in assets which would reduce mutual fund liquidity or would make precise valua- 
tions more difficult. In the following discussion we define three terms which 
aré relevant to those obligations: “liquid investments"; “illiquid investments 


and "assets inappropriate for mutual fund investment". 


ide 


ee We have concluded that the various categories of investment should be 
defined in a manner such that all assets will fall within oné category 
or another. To carry out this conclusion, illiquid investments should include 
all assets and investments other than those which are considered to be either 
liquid investments or assets inappropriate for mutual fund investment. The 
lines between liquid and illiquid investments, and between the latter and assets 
inappropriate for mutual fund investment, are not luminescent, which is not sur- 
prising given the nature of the problems the definitions are intended to re- 
solve. We have therefore concluded that the appropriate administrator should 
have an overriding authority to determine into which of the three categories a 
particular asset or class of assets falls. In making that determination the 
administrator should not be fettered by the definitions, except that their con- 


stituent elements should constitute guidelines to him in the exercise of his 


discretion. 
172 SES) Liquid investments should be those which can be valued with relative 


precision and can be disposed of without undue difficulty. It is 
obvious that the two requirements are closely related: almost any asset can be 
disposed of if the seller is heedless of price, but if that is to be the basis 
of sale the asset cannot be properly valued before it is’ sold. In Chapter XIII 
we comment on problems of valuation, and observe that the objective in valua- 
mon of a mutual fund portfolio is not to arrive at liquidation value or at a 
price for which the portfolio could be duplicated. Rather, the mutual fund 
must be valued on a basis which treats it as a continuing operation. That is 
also of great importance in arriving at the definition of liquid investments; 
they need not be restricted to those which can be expeditiously disposed of at 


an established price. 


ey 7. We have concluded that a particular asset should be regarded as a 
liquid investment if it satisfies one or more of three tests and if 
the mutual fund concerned is in a position to sell its holdings of the invest- 
Ment without restraint. The latter condition is commented on below. The first 
test is that any investment of a class listed and posted for trading on a stock 


exchange or traded regularly in a public trading market should be a liquid in- 
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vestment if price quotations for it based on such trading are regularly pub- 
lished:» We srecognize that!’ this*testwill result iin thesinclusion. as liquid in- 
vestments of many securities the liquidity of which is questionable. Particu- 
larly on the Canadian stock exchanges there are many securities listed which in 
fact trade comparatively infrequently; a substantial block of such securities 
might be very difficult to sell at or near quoted prices. We have, however, 
been unable to devise any narrower test which would not unduly limit the cate- 


gorysof Wiguidvanvestnents: 


Wh ie The second test we propose that would establish an asset to be a liquid 
investment is the availability of facilities that will readily penne 
its disposal for an amount substantially equal to the price at which it is 
valued in the determination of net asset'.value. Such facilities might arise 
from the terms of the instrument, or from the existence of a reliable market. 
The best examples of the former are shares or units of other mutual funds, be-= 
cause) of the: right. to: redeem, and debt. instruments payable: ony;demand.) |) The Bese 
examples of the; latter! are; bonds); iwhich? can usuallyaberdisposedj of, atea price 
that is substantially equal to their appropriate valuation. For reasons dis- 
cussed in paragraph) 12.47, an»investment should not be considered to satasiy 
this test merely because a company associated with the mutual fund has agreed 


to purchase the investment if liquidity problems arise. 


Te Ls The third, and most obvious, of the tests which would establish an 
asset as a liquid investment is that cash and its equivalent should be 
so treated. This should include cash of any country provided conversion into 
Canadian currency may be readily effected, and should also include gold (while 
its price is supported by government) and similar investments generally re- 
garded as the equivalent of cash. Gold might also be a liquid investment under 
the first test, if a public market existed in which it was freely traded and 


which provided regularly published price quotations. 


1 A PAD) Assets inappropriate for mutual fund investment should include those 


types of assets which do not properly belong in an investment port- 


folio, either because they require a more active involvement than is consistent 


L1h 


with an investment or because they cannot be sold and therefore cannot effec- 
tively be used to realize a profit. Included in such assets would be those that 
satisfied either of two tests. The first test would include any asset that, 
subsequent to its purchase and while it remained part of the assets of the mu- 
tual fund, required payment of costs or carrying charges of kinds not customary 
in the maintenance of an investment portfolio. Real estate would, under this 
test, be treated as an asset inappropriate for mutual fund investment because 

of taxes and the cost of upkeep. The same would be true of many or most physi- 
Gal assets: a mutual fund ought not to purchase a steamship or evén a part 
interest in a steamship, although it should be able to acquire shares in a com- 


pany that operates a steamship line. 


Ral A restriction on the scope of the test proposed in the preceding para- 
graphs that-an investment ought not. to be, regarded. as aiiasset; inap- 
propriate for mutual fund investment simply because costs are involved at the 
time of its liquidation or other realization. Such costs are not carrying 
eharves, and are not inconsistent with the treatment of an asset-as an invest- 
ment. For example, a mortgage ought not to be considered as an asset inappro- 
priate for mutual fund investment because legal fees must or may have to be 


paid when it matures. 


eZ, eed. In paragraph 12.17, we propose that an investment which is subject to 
a restraint on sale by the mutual fund should not be treated as a 
liquid investment. The second test we propose to identify assets inappropriate 
for mutual fund investment relates to some assets of this type. If the res- 
traint on disposition of an investment is such that the consent of a third 
party (other than a governmental agency) is required for its effective sale, 
that investment should be considered an asset inappropriate for mutual fund 
investment. An important example is shares of a private company the board of 
directors of which must consent to their transfer. Another is securities sold 
in private placements where the purchaser undertakes not to resell without con- 


sent of the vendor. However, an asset would not be considered inappropriate for 


ira lis) 
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mutual fund investment if its sale was prohibited until some other legal con- 
dition’ was satisfied! “such ‘as’)'the ‘consent! of a regulatory “agency or ‘thevexpiry 


of a ispecitied peri1o0d or etimne. 


een The definitions proposed in preceding paragraphs can be exemplified by 
considering their application to certain types of investment. In para- 
eraph 12.21, we note that mortgages do not satisfy the first tést of assetseing 
appropriate for mutual fund anvestment.] They do noe satistyethe secondsre. 
either, and must therefore be either liquid investments or illiquid investnentes 
Of the three tests of liquid investments, it is clear that mortgages satisfy 
neither theysecond: nor the third.) Iney would satasty the figst. ves t)-on lyse 
public trading market developed in them, with regularly published price quota- 
tions. © No’ such market has»developed to “the time or writing... * Mortgages. being 
neither liquid investments nor assets inappropriate’ for mutual fundiinvesitment, 


must therefore be illiquid investments. 


Ae In paragraph 12-12 we define “writing puts and calls * andubriculy, 
describe what puts and calls are. While writing puts and calls is not 
an investment activity, for 1t involves the assumption of a Viability vathes 
than the acquisition of an asset, purchasing puts or calls written Dy otnerced. 
an investment activity. No laability is anvolwed:; the purchaser nas) ties. seme 
toh exercise an option to'seliv‘or ‘to buy, andican permit that, opiion) tovexpare 
if thought €ite The purchaseveft puts or cal Vs* written! by~others! 155) theneenoe 
the same as the assumption of a fixed-term financial commitment as defined in 
paragraph 12.13. Puts and calls’ written by’ others’ do not fall within either oa 
the tests of assets inappropriate for mutual fund investment. Like’ mortgages 
they should be regarded as illiquid investments unless they have a public trad- 
ing market with regularly published price quotations. Such a market has devel- 
oped in the United States with puts and calls of many securities, but to the 


time of writing no such market has developed in Canada. 


ibaa a6) Commodity futures present problems different from puts and calls 
written by® Others: OA commodity @rutureeisenoteansoption, sata sed 


binding agreement of purchase and sale which subjects both parties to a fixed- 
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term financial commitment unless they can avoid the commitment through an off- 
setting transaction. In paragraph 12.42 we propose that mutual funds should 

be prohibited from fixed-term financial commitments; even apart from that con- 
clusion, we would regard commodity futures as inappropriate for them because 
they are contracts for the purchase of an asset which would be an asset inappro- 
priate for mutual fund investment. We acknowledge that this is a conservative 
approach to commodity futures, which are a well-established part of the securi- 
Pres Markets <a Theicomients ingparacraph’)2.38)aretrelevant here,’ if ours pro= 
posal for the creation of non-conventional funds proves successful during an 
experimental period, the administrators concerned should reconsider whether non- 


Eonventional, funds: ought)ito be permitted, to trade) in commodity:tfutures.. 


PZ. 20 VPECUTILIES pUrchasedein? private ;placements involve, particular, diffi- 
culty both because the terms of purchase differ considerably and be- 
Eause the relevant? iawnissnotyclear’ ingCanada.,i The legaliproblems  arerdiscussed 
eneparagraphs 15.35 to 13:.58,, where we: conclude, that the significance of the 
Banvesctment intention") requirement which is a condition of most or all private 
mracements hasinot, tor the tamesotgwriting, ~been clarified, in Canada., that 
Pequirenent 1s réerlectediun many’ private placements: by a, requirement that. the 
Burchaser deliver to the vendor a letter attesting to the requisite intention. 
Similar letters used in the United States have resulted in the use of the term 
mretter stock") to describe) securities subject to a restriction on disposition 
Resulting from a representation, ofsanvestmentr intention given ati the, time -of 


aed si tion. 


|e aa] pome Letters @iveniby) purchasers: off ietter stock) indicatemthat they 
Willsnotysell the Stochiwithout® praom consentetrom wthetvendor. We 
Pommeniqan paragraphil2.@2ethatesecuritives?as: to which )such.asrepresentation is 
given should be treated as assets inappropriate for mutual fund investment. 
Most letters simply state that the purchaser has an investment intention, or 
promethatethes purchaser willinet) selisthe séecuritiess without the)consent of a 
Stock exchange or securities administrator. In the latter two cases the securi- 
ties would not be assets inappropriate for mutual fund investment, nor would 


they be liquid investments. They would therefore be illiquid investments. 
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ea As While the definitions of the various types of assets contained in 

this section will, we believe, provide a workable set of guidelines, 
the discretionary authority of the administrator proposed in paragraph 12.15 
will be of considerable’ importance. «He  wullideriveoassistance? in’ ithe exercise 
of that authority from the proposals in paragraphs 13.40 to 13.42 concerning 
the valuation of illiquid assets. An important part of those proposals is that 
the mutual fund's statement of investment practices should include a list of 
the types of illiquid assets» in which: rt ase tofinvest togethergwith. valuation 
techniques to be used. Such lists can be reviewed by the administrator to 
eliminate any assets which ought to be treated as assets inappropriate for mu- 
tual fund investment. In addition, the statements of portfolio can be reviewed 
to pick out any investments which are treated as liquid when they ought to be 


treated as illiquid. 
Li2% 29 For the reasons set out in this section, we recommend: 


(1) that for purposes of the recommendations contained in this chapter, 
the following terms descriptive of types of transactions should have 
the following meanings: 

(a) a "short sale" is a sale of an investment, usually a security, 
by a vendor who does not own the investment sold but borrows it for 
delivery to the purchaser and is under an obligation to effect a 
subsequent purchase to cover the short sale; 

(b) "borrowing money for leverage" is a borrowing of money for invest- 
ment in the hope that, when invested, the money will yield a rate 
of return higher than the interest (if any) to be paid on the loan 
and will thereby increase the earnings of the borrower; 

(c) "borrowing money to effect redemptions" is a borrowing of money in 
preference to the liquidation of investments in order to satisfy 
requesitsy fory redemption: 

(d) "writing puts and calls" is the granting or issuance of puts and 
calls under which the person or organization so doing assumes a 
legal obligation to buy or to sell a specified investment for a 


specified price at any timeruntidiwaycertain’ date, 
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(2) 


(e) "commodities futures" are contracts for the purchase and sale of 
commodities at dates in the future; and 

(f) "fixed-term financial commitment" includes the liability of the 
person or organization which issues or writes a put or a call; 
liabilities to purchase or to sell commodities under commodities 
futures; and any other contractual obligation under which a com- 
mitment is assumed which is, by the terms of the contract, not 


capable of liquidation until a future date; 


that for purposes of the recommendations contained in this chapter, 

the following terms descriptive of types of investment should have the 

following meanings: 

(a) "illiquid investments" includes all investments and assets other 
than liquid investments and assets inappropriate for mutual fund 
investment; 

(b) "liquid investments" includes any asset which satisfies one or more 
of the following tests: 

(iJ 1f it is listed ‘and posted for trading on a stock exchange or 
is traded regularly in a public trading market and price quo- 
tations for it based on such trading are regularly published; 
or 

(11) if facilities are available to permit the ready disposal of 


the asset at an amount substantially equal to the price at 


which it is valued in the determination of net asset value; 
an investment should not be considered to satisfy this test 
merely because a company associated with the mutual fund has 
agreed to purchase the investment to produce liquidity; or 
Citi) | bieit, is cash wr its equivalent incliudine cash.of.other 

countries if conversion into Canadian currency can be readily 
effected; 

but an investment should not be considered to be a liquid invest- 

ment if the mutual fund which owns it is not in a position to sell 


Lt Without restraint: 
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3) 


(c) "assets inappropriate for mutual fund investment" includes any 
asset which satisfies either or both of the following tests: 
(i) if, subsequent to its purchase and while it remains part of 
the assets of the mutual fund, it requires payment of costs 
or carrying charges of kinds not customary in the maintenance 
of an investment portfolio; this would, for example, include 
real estate. The necessity to incur costs on the realization 
of an investment would not bring it within this test, so that 
the test would not include mortgages merely because of legal 
costs to be incurred on their realization; or 
(ii) if the investment cannot be sold by the mutual fund without 

the consent of a third party other than a governmental agency; 
shares of private companies and securities which the purchaser 
promises not to resell without the consent of the vendor would 
be included here; 

the administrator should have authority to determine that an asset or 

¢lass. of assets is ta’ligquid investment, “an*illiquid investment yeomsas 

asset inappropriate for mutual fund investment regardless of which 


definition would otherwise include that asset or class of assets; and 


that the following assets should, subject to a contrary determination 

made by the administrator, be considered to belong in the indicated 

classes of investments or assets as defined in recommendation (2); 

(a) mortgages should be considered to be illiquid investments unless 
and until a trading market develops in them which satisfies item 
(i) in the definition of liquid investments; 

(b) puts and calls written by others should be considered, like mort- 
gages, “to be illiquid investments unless and until a trading meteec 
develops in them which satisfies item (i) in the definition of 
liquid investments; and 

(c) securities purchased in private placements, other than those which 
the purchaser covenants not to resell without the consent of the 


vendor or a third party which is not a regulatory agency, should be 
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considered to be illiquid investments; this would include securi- 
ties as to which a representation of investment intention is given 
and securities the sale of which requires the consent of a regula- 
tory agency. 
The Distinction Between Conventional 
and Non-Conventional Funds 
2.0 As with many other aspects of the regulatory scheme proposed in this 
report, the conclusions reached in the following sections of this 
chapter can be explained only against the background of the existing structure 
of the Canadian mutual fund industry as described in the introductory chapters 
of this report. In theory there would be no reason to impose any investment 
restrictions on mutual funds apart from those restrictions which are necessary 
to ensure their ability to effect redemptions on demand. In practice, the func- 
tions served by mutual funds have dictated a different result. The fact that 
they are sold to so many purchasers for whom they are unsought goods, and that 
such purchasers usually use them as savings vehicles, has led regulatory author- 
ities to the belief that conservative investment policies are appropriate for 
mutual funds. This belief is shared by much of the industry. We inquired of 
Canadian mutual funds whether, in the absence of restrictions which prevented 
them from doing so, they would borrow money for leverage; 48 of 63 replies were 


in the negative. 


pare 1 The factors described in the preceding paragraph have resulted in the 
imposition of restrictions on investment practices designed to cause 
mutual funds to adhere to conservative investment policies. These restrictions 
are considered in detail in the following sections: short selling, borrowing 
for leverage and similar practices are ordinarily prohibited. While we recog- 
nize the reasons which have resulted in these prohibitions, we are reluctant to 
see them continued. One of the principal thrusts of this report is towards a 
more highly competitive structure within the mutual fund industry, so that it 
will better serve the investing public. There is a role, and an important role, 


to be played by mutual funds with specialized investment objectives and prac- 


tices designed to cater to investors with particular needs, even if these mu- 
tual funds make use of investment practices inconsistent with the restrictions 


presentiys inverters 


WP We The difficulty with any modification of the existing restrictions on 
investment practices is that they have been in effect for so long that 
they have contributed to a public association between mutual funds and conser- 
vative investment policies. This is of particular significance in the unsought 
goods segment of the market. The fact that purchasers for whom mutual funds 
are unsought goods have concentrated upon rate of return as the way to compare 
mutual funds has not caused serious difficulties to the time of writing. Dif-— 
ficulties might have arisen if all mutual funds had not been subject to resvm— 
tions on investment practices designed to enforce adherence to conservative 


policies regardless of their investment objectives. 


L2EBS The factors. outlined above have put us in’ the, ditficult, positionyor 
wishing to modify restrictions on investment practices while retaining 
adequate protection for the purchaser to whom mutual funds are unsought goods. 
The success of the educational techniques proposed in paragraphs 10.37 to 
10.47 would resolve this difficulty, for with it’ would come the ability on) the 
part of the investing public to discriminate among mutual funds on bases other 
than rate of return. Here as in Chapter X it is, however, necessary» to dear 
with the period which must elapse before those techniques become fully success- 


sie wlak 


Were ie We have concluded that the conflicting objectives can be resolved by 
the application of restrictions on the techniques that may be used in 
the sale of shares or units issued by mutual funds which make use of unusual 
investment practices. For this purpose, we consider unusual investment practi- 
ces to be, generally, those practices which are presently prohibited for Cana- 
dian mutual funds, although under our proposals there would continue to be 
restrictions on the extent to which those practices could be used by any mutual 
fund. Our conclusion would be implemented through the creation of a legisla- 
tive distinction between two classes of mutual funds, which we refer to for 


convenience as "conventional funds" and "non-conventional funds"'. Non-conven- 
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tional funds would be subject to regulatory constraints on their investment 
practices which would be less rigid than the corresponding constraints applied 
to conventional funds. The precise differences are discussed in the following 


sections of this chapter. 


DS Bet The restrictions in the techniques permisible in the sale of shares 
or units issued by non-conventional funds would be designed to re- 
strict the extent to which they are sold to purchasers for whom mutual funds 
are unsought goods and who would not be able to appreciate the full implica- 
tions of the investment practices available to a non-conventional fund. These 
restrictions are proposed where relevant elsewhere in this report, but they 
can be briefly summarized. In paragraph 10.106 we propose that the sale of 
shares or units of non-conventional funds under contractual plans should be 
prohibited. In paragraph 14.77, we propose restrictions,on the content of 
advertising material for non-conventional funds, and throughout Chapter XIV 
we make proposals which would result in disclosure that would stress the 
unusual investment practices of such mutual funds. Finally, in paragraph 
10.87 we propose that the available investment practices shoulda be avrelevant 
factor in a decision as to the reasonableness of sales charges; if it becomes 
apparent to the administrator that the greater range of investment practices 
available to a non-conventional fund is giving it an undue competitive advan- 
tage, the administrator would be justified in considering whether its sales 


charges should be reduced. 


ee 030 Not all non-conventional funds will take advantage of the full range 
of available investment practices. For example, one might be estab- 
lished with very conservative investment objectives but with non-conventional 
categorization in order to obtain the right to invest more heavily in illiquid 
investments. Such a mutual fund would not require, and should not have, the 
right to effect short sales of securities. Careful attention to the relation- 
ship between investment objectives and investment practices should do much to 
avoid the paradoxical situation discussed in the introductory paragraphs of 


this chapter. 
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Ha In paragraph 12.99 we propose that amendments to the statement of 
investment objectives and investment practices of a mutual fund should 
require the approval of holders of its shares or units. A change in categoriza- 
tion would not itself result in a change of the restrictions on investment 
practices. For that reason, we have concluded that the approval of holders of 
shares or units should not be a pre-requisite to the selection of conventionea: 
or non-conventional categorization, or to the change of category. This does not 
mean that such a change could be effected in any case; a mutual fund with 
contractual plans outstanding would have to be a conventional fund. To imple- 
ment our proposal, each mutual fund operating within the relevant jurisdiction 
at the effective date of the legislation as defined in paragraph 7.10, would be 
treated as a conventional fund unless and until notice was received by the 
appropriate administrator from the mutual fund or its management company that 
it elected treatment as a non-conventional fund. Newly registering mutual 
funds could» select categorization at the time, of registration. | Imei ther @oseq 


subsequent changes of category would be permissible. 


12 28 The proposed distinction between conventional and non-conventional 
funds is, we think, a feasible way to provide flexibility within the 
mutual fund industry during the. period,while- the public. ability. to) discriminaze 
among mutual funds is developing. However, the experimental nature of the 
distinction must be recognized. Non-conventional funds will be permitted to 
engage in investment practices which have hitherto been prohibited for Canadian 
mutual funds. For that reason, the restrictions proposed in the toltowine 
sections are more conservative than we would think necessary if working from 
a blank slate. For example, the proposed prohibition of transactions: involving 
fixed-term financial commitments may be found to be unnecessarily restrictive. 
The administrative and legislative bodies concerned should keep the rules under 
continuing review in their practical operation, and should be prepared to modify 
them to reflect experience. In any event, the entire regulatory scheme should 


be reconsidered at the time of the five-year review proposed in paragraph 10.92. 
Lyte) For the reasons set out in this section, we recommend: 


(1) that every registered mutual fund should be categorized as’ either a 


heh 


conventional fund or a non-conventional fund; 
that the distribution of shares or units of non-conventional funds 
should be subject to the various restrictions proposed where relevant 
elsewhere in this report; in particular, 
(a) their sale by contractual plan should be prohibited (paragraph 
10.125, recommendation (2)); 
(b) the content of their advertising should be restricted (paragraph 
14.79, recommendation (8)); 
(c) disclosure of the implications of their investment practices 
should be required (Chapter XIV); and 
(d) any advantages which result from their greater flexibility of 
investment practices should be taken into account in the determi- 
nation of the reasonableness of their sales charges (paragraph 
10.93, recommendation (7)(a)); 
that non-conventional funds should be permitted a greater range of 
investment practices in accordance with the specific recommendations 
made in the following sections of this chapter, but that not all non- 
conventional funds should be able to engage in all such investment 
practices; the statement of investment practices should bear a 
reasonable relationship to the statement of investment objectives, 
and changes in either statement should be subject to the requirement 
for approval recommended in paragraph 12.100, recommendation (4); 
that mutual funds operating within the relevant jurisdiction at the 
effective date of the legislation as defined in paragraph 7.20, re- 
commendation (1), should be presumed to be conventional funds unless 
and until the mutual fund or its management company notifies the 
administrator of the selection of non+conventional categorization; 
mutual funds registering subsequently should select categorization 
at the time of registration; in either case, change of categories 
would be permissible; 
that the experience under the regulatory scheme proposed in this 
chapter should be kept under review so that any necessary modifica- 


tions may be made; in particular, consideration should be given to 


further modification of the restrictions on investment practices for 
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non-conventional funds; and 
(6) that the necessity for the distinction between conventional and non- 
conventional funds should be reconsidered at the time of the general 


review proposed in paragraph 10.93, recommendation (9). 


: Pee’ T : La 
12.40 In paragraphs 12.07 to 12.13 we provide definitions of a number of 
types of transaction, most of which are prohibited by the statements 
of investment practices of almost every Canadian mutual fund. We are aware 
of no mutual fund qualified for sale in Canada that is permitted to effect 
short sales, to write puts and calls or to assume other types of fixed-term 
financial commitments. Very few are permitted to borrow money for leverage, 
although almost all have a limited power to borrow money to effect redemptions. 
These restrictions on investment practices result in large part from the 
factors discussed in the preceding section, It 16 Telt thav such practices 
would not be consistent with the conservative investment policies which are 


considered appropriate for mutual funds. 


eee Another factor has also influenced the adoption of restrictions on 

the various types of transaction.  This'is that they are inconsistent 
with the continuous availability of the right to redeem because they reduce 
the liquidity of the mutual fund. Each transaction of these types involves 
the assumption of a liability. With a short sale the liability is an obligation 
to purchase the security sold short, regardless of the prevailing market price; 
with the writing of puts and calls, the liability is an obligation to purchase 
or to’sell“a security at a-fixed = pricévat ‘any time during (the *specibied perwear 
and with borrowed money the liability is an obligation to repay in accordance 


with the terms of the loan, 


ee eine In our view, liabilities which are capable of being discharged at 
any time without notice or bonus are not inconsistent with liquidity 
unless they become substantial in amount. Liabilities incapable of being 
discharged at any time may cause difficulties because in the event of a large 
volume of redemptions they could quickly become unduly large by comparison 
with the total assets of the mutual fund. We have therefore concluded that, 
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at least during an experimental period as discussed in paragraph 12.38, no mu- 
tual fund should be permitted to enter into a transaction which involves the 
assumption by it of a fixed-term financial commitment as defined in paragraph 
12.13; nor should any mutual fund be permitted to borrow money, either for 
leverage or to effect redemptions, unless the loan can be discharged at any 
time without notice or bonus. In paragraphs 5.73 to 5.77 we propose additional 
restrictions on borrowing, including a prohibition of any borrowing not speci- 


fically permitted under this chapter. 


We otto In some circumstances, the difficulties which may result if the 
liabilities of a mutual fund are substantial dn relation to ats 
assets could be serious even though the liabilities are capable of discharge 
without notice or bonus. The brief submitted to us by the Canadian Mutual 
Funds Association, which takes the position that restrictions on borrowing 
should be relaxed with a view to their ultimate elimination, states the 
argument against heavy borrowing in this way: "The danger is simply that, if 
a fund were faced with a severe market slump and a run of redemptions, it might 
not be able to sell shares and reduce indebtedness quickly enough to have 
anything left for the last few shareholders." This possibility has been taken 
Baoo account in the formulation of the specific proposals made in this sec- 
tion concerning the extent to which conventional and non-conventional funds 


should be permitted to engage in such transactions, 


Leh Implementation of the conclusion set out in paragraph 12.42 would 
prohibit mutual funds from engaging in any of the types of transac- 
Pion reterred to in (paragraph 112,40 except ‘short «sales of securities and 
borrowing money. Neither short selling nor borrowing is abusive; both are 
available to other participants in the securities markets, and they should not 
be denied to mutual funds unless their denial is necessitated by other consi- 
derations. Indeed, significant benefits might result from these practices, 
For example, submissions have been made to us that removal of the prohibitions 
against short sales by mutual funds would make a material contribution to the 
nation's securities markets through an improvement in the relationship between 


supply and demand. We have reached no conclusion on the merits of those sub- 


missions, since this argument is not needed to convince us that short sales 


427 


should be permitted for mutual funds except to the extent that other conside- 


rations dictate the contrary. 


ae The only “other considerations" that we think relevant in the deci- 
sion whether mutual funds should be permitted to effect short sales 
or to borrow money are the difficulties which may result from substantial lia- 
bilities, and the traditionally conservative investment practices of the 
Canadian mutual fund industry which have resulted in our proposed distinction 
between conventional and non-conventional funds. Because similar considerations 
are relevant to testrictions om types .om anvestment ethe metal lecmrestrmicy lamas 
we propose are discussed below together with those applicable to types of 
investment. Those restrictions should be supplemented by one qualification 
applicable specifically to short tsales.” This ws whateshorttsales shouldppe 
restricted torsecurities listed) on recognized stock exchanges,” .snivshoulumoe 
effected only in accordance with thermrules “of anvexchange upom whiehrthe 
security sold short is. listed. & Implementationvof this conclusion wilisprom. 
reasonable assurance that short sales are confined to securities in which a 


trading market exists), vand that “they ‘are’ properly implemented. 


12.46 Problems of liquidity are raised in a clearer way by the question of 
what types of investment should be permitted for mutual funds. In 
paragraphs 12.15 to le.e2 we provide definitions of Liquid anvestments, aii] 
quid investments, and assets inappropriate for mutual fund investment. Our 
conclusionvis that, “subject? to other recommendations An this report, “mutual 
funds should be permitted to purchase liquid’ investments without’ restriction: 
should. be: permitted to invest to “anlimitedvextent. in fiiliquid Anvestmenta: 
and should be prohibited from investing in assets inappropriate for mutual 


fund investment. 


ee er The definition of’ liquid anvestments is self-explanatory andsdiccus— 
Sion of why we propose no restriction on such investments is unneces- 
sary. One comment should be made concerning the definition, In paragraph 
12,18 we state that an asset should not be considered a liquid investment 
merely because a company associated with the mutual fund has agreed to purchase 
ite toy produces Ji gquidity. In a few cases, administrators have permitted mu- 
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tual funds to invest heavily in illiquid assets because such agreements were 
available. A good example is the Royal Trust "M" Fund, an investment fund 
pifered for public participation by the Royal Trust Company. This fund invests 
almost exclusively in mortgages, and the trust company has agreed in the event 
that liquidity problems are encountered to find a market for the mortgages at 
95% of their current valuation. Our conclusion that such an agreement should 
mot be regarded as effective to transform the assets concerned into liquid 
investments is based on the difficulties we see in its implementation. Ques- 
tions such as the determination of when the obligation becomes effective; who 
will enforce it; how the assets to be sold are to be selected; and how and 


iether competitive bids will be obtained, can all occasion difficulties. 


12.48 The definition of assets inappropriate for mutual fund investment is 
designed to include assets which might be impossible, rather than 
merely difficult, to sell. Investment in such assets by a mutual fund would be 
anconsistent with its role as a vehicle for investment; the mutual fund is, in 
our opinion, not a proper vehicle for the continuing management of a business 
enterprise. That reason also dictates the other test of an asset inappropria- 
te for mutual fund investment; assets for which it is necessary to pay carrying 
costs of a kind not usual for an investment portfolio are rarely investments 
in the ordinary sense, but require continuing management. Any such asset of 
which this is not true can be dealt with through the exercise of the adminis- 
trator's discretionary authority to allocate assets or classes of assets to 


different categories. 


Peo The definition of illiquid investments as all assets other than those 
included within either of the other two definitions results in the 
treatment as illiquid investments of a number of items which have long concer- 
ned administrators. Mortgages, most letter stock, and puts and calls written 
by others are all included, and all have been the subject of controversy. 
Such investments pose obvious problems of liquidity and valuation, but their 
prohibition for mutual funds would be a serious and undesirable step. Our 
proposals would permit such investments for non-conventional funds subject 


Serestriclions to avoid resultant difficulties. 
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12.50 In our determination of the extent to which the various types of 
transactions and investments should be permitted for mutual funds, 

we have been influenced by the information summarized in Tables B-l and B-2 

of Appendix "B", This deals with sales and redemptions of shares or units 

issued by Canadian mutual funds between 1962 and 1967. It indicates that 

mutual funds are rarely forced to liquidate their holdings to meet demands for 

redemption. It is, however, important that the period covered by the informa- 

tion was one during which sales of shares or units were at high levels and a 

major volume of demand for redemptions did not occur. We think it necessary 

to allow for such an eventuality, and therefore are not prepared to assume 


that portfolio liquidation to satisfy redemption orders will never be necessary... 


ee oe In paragraph 12.45 we note the similarity of the considerations appli- 
cable to restrictions on types of transaction and restrictions on 
types of investment. These similarities have led us to conclude that the re- 
strictions should be closely related. Conventional funds should be prohibited 
from effecting short sales or borrowing money for leverage, and should also be 
prohibited from purchasing puts and calls written by others. They should be 
permitted to purchase illiquid investments and to borrow money to effect redem- 
tions; in each case, the amount involved (the amount borrowed or the value of 
the illiquid investments) should at no time exceed 15% of the total net assets 
of the mutual fund, The applicable percentage is the same for the two cases 
because this protection against the inability to sell illiquid investments 
seems desirable; the percentage is determined on the basis of the information 


summarized in Appendix "B", 


ee aie Non-conventional funds should be permitted to effect short sales, te 
borrow money for leverage, to borrow money to effect redemptions, and 

to purchase illiquid investments. We have concluded that the restrictions on 

these activities should be embodied in a single test designed to recognize the 

relationship among them. A non-conventional fund should be permitted to borrow 

more heavily if it does not also purchase illiquid investments than if it 

does, for the problems of liquidity would be accentuated in the latter case. 


For purposes of the test, borrowing money for. leverage, borrowing money to 
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effect redemptions, and short sales should be considered together as liabili- 


GLeS< 


Ee.) We have concluded that a non-conventional fund which has no liabili- 
ties should be permitted to invest up to 40% of its total net assets 
in illiquid investments. On the other hand, a non-conventional fund which 
owns only liquid investments should be permitted to have liabilities of up to 
75% of its total net assets. This would mean that a non-conventional fund 
with total net assets of $1,000 could purchase illiquid investments with a 
value of not more than $400, if it had no liabilities for borrowed money or 
securities sold short; or, alternatively, it could borrow $750 or effect a short 
sale of securities with a value of $750, if it owned no illiquid investments. 
In order to combine these restrictions so that a mutual fund could have lia- 
bilities and also own illiquid investments but could not simultaneously do 
both to the extent that would be permissible if either were done alone, we 


propose adoption of an inclusive test which makes use of a borrowing base. 


Res Ok The borrowing base of a non-conventional fund at any time would 

equal its total net assets (the excess of its assets over its liabi- 
lities) less the then value of its illiquid investments. The maximum permitted 
holdings of illiquid investments would be 10% of total net assets, but the 
maximum permitted liabilities would be 75% of the borrowing base; in the 
absence of any illiquid investments, the borrowing base would equal total net 
assets, so that the extent of the power to incur liabilities would be restric- 


ted only by holdings of illiquid investments. 


es D> The operation of the restrictions we propose can be clarified by an 
example. A mutual fund with total net assets of $1,000 could make 
illiquid investments to the extent of $400. If it did so, its borrowing base 
would be reduced to $600, and it would be permitted to incur liabilities for 
borrowing or short selling only to the extent of $450 (75% of $600). If it 
did not invest in illiquid assets, it would be permitted to incur such liabi- 
lities to the extent of $750. It should be remembered that total assets are 
increased by borrowing and short selling, although total net assets are unaf- 


fected. When a mutual fund with $1,000 in total net assets borrows $600, its 
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total assets increase to $1,600 while its total net assets remain unchanged. 
That is why the restrictions we propose are based on total net assets rather 
than total assets. 
2 66 Because liability for securities sold short fluctuates with varia- 
tions in the market price of the securities in question, the applica- 
tion -of ourwproposed réstrictions tonthepshort ™salevetesccuritieseiavolrves 
complications which should” be considéred; If it, is*assumed? that? thesicon-con— 
ventional fund with total net assets of $1,000 effects short sales of securi- 
ties to a value of $750, it could not thereafter incur further liabilities 
or purchaser illiquid investments. If, however; the value of the securities 
sold short fell to $600, the total net assets of the non-conventional fund 
would rise to $1,150, and it would then be able to incur liabilities for 
borrowed money or securities sold short to the extent of an additional $262.50, 
so that its total liabilities would be $862.50 being 75% of $1,150. Alteriag ae 
vely, it could invest in illiquid assets to the extent of $350; while this 
amount is less than 40% of total net assets, it would reduce the borrowing 
base to $800, of which the $600 liability would be 75%. 
Le. Dy The fact that the proposed restrictions on non-conventional funds 
treat liabilities for money borrowed to effect redemptions together 
with liabilities for short sales and for money borrowed for leverage will 
impose a restraint on the prudent investment manager. To allow for the possi- 
bility of a large volume of redemptions, he should maintain some borrowing 
power in reserve so that he will be able to borrow money to effect those re- 
demptions. We have concluded that this should be left to the judgment of the 
investment manager, and that regulatory requirements are not necessary to 
ensure it is done. Other types of Iiabiiiaties: should alsovwbe taken intesac= 
count. A mutual fund may have liabilities for administrative expenses, of 
which the most important would be management fees. While such other liabili- 
ties are not directly subject to our recommended restrictions, they affect the 
operations of these restrictions. For example, in the preceding paragraph the 
facts suggest maximum use by the non-conventional fund of its powers. It would 
be in default under the proposed restriction if total net assets were to be 


reduced through a liability for management fees. 
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12.58 The requirements concerning financial disclosure proposed in Chapter 
XV would not always result in disclosure of the extent to which the 
powers proposed in this section were used. If money was borrowed and the loan 
repaid, the transaction would not be specifically referred to in the financial 
statements. This could be important information, and we have concluded that 
each prospectus and annual and semi-annual report of a non-conventional fund 
should include a note describing the extent to which the power to borrow money 
for leverage and the power to borrow money to effect redemptions have been 
used during the period reported on. The prospectuses and reports of a conven- 
tional fund should include a corresponding statement concerning the power to 
borrow money to effect redemptions. Information concerning short sales would 


be included in the statement of portfolio transactions under paragraph 15.40. 


259 We have considered whether the few mutual funds that presently engage 
in investment practices which would be prohibited under the restric- 
tions proposed in this section ought to be granted an exemption from these 
restrictions. Our conclusion is that no such exemption would be desirable. 
Hhe restrictions are proposed for investor protection, and are as important 
for existing mutual funds as for newly organized mutual funds. In addition, 
to confer an exemption on existing mutual funds might provide them with an 
unfair competitive advantage. Finally, it is important to note that the 
operation of the restrictions we propose can be avoided through the creation 


of a closed-end investment company. 


12.60 For the reasons set out in this section, we recommend: 

(1) that the terms defined in paragraph 12.39 should have the meanings 
there set out as used in the following recommendations; 

(2) that no mutual fund should be permitted to enter into a transaction 
which involves the assumption by it of a fixed-term financial commit- 
ment ; 

(3) that no mutual fund should be permitted to borrow money for leverage 
or to borrow money to effect redemptions unless the loan can be dis- 


charged by the mutual fund at any time without notice or bonus; other 
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borrowing would be prohibited under paragraph 5.78, recommendation 
(a) 5 

that, to the extent that short sales are permitted under the following 
recommendations, they should not be effected except in securities 
listed on recognized stock exchanges, and should be effected only in 
accordance with the rules of an exchange upon which the security sold 
short. 1s Jasted: 

that mutual funds should be permitted to purchase liquid investments 
without restriction; should be permitted to purchase illiquid invest- 
ments in compliance with the restrictions proposed in recommendations 
(6) and (8); and should be prohibited from purchasing assets inappro- 
priate for mutual fund investment; 

that a conventional fund should: 


a) be prohibited from effecting short sales; 


oS 


be prohibited from borrowing money for leverage; 


c) be prohibited from purchasing puts and calls written by others; 


( 
( 
( 
( 


Qu 


) be permitted to purchase illiquid investments, subject to clause 
(c), provided that the total value of illiquid investments held 
by it should at no time be im excess of 15% of “ts total new 
assets; and 

(e) be permitted to borrow money to effect redemptions, provided that 
the liability for money so borrowed should at no time exceed 15% 
OL its total net assets: 

that, for purposes of recommendation (8), the borrowing base of a non- 

conventional fund at any time is the excess of its total net assets 

(being its assets less its liabilities) over the then value of illi- 

quid investments owned by it; 

that a non-conventional fund should: 

(a) be permitted to purchase illiquid investments provided that the 
total value of illiquid investments held by it should at no time 
be in excess of 40% of its total net assets; and 

(b) be permitted to effect short sales, to borrow money for leverage 


and to borrow money to effect redemptions, provided that its 
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total liabilities for all three should at no time be in excess 
of 75% of its borrowing base; 

(9) that each prospectus, annual report, and semi-annual report of a mu- 
tual fund should include a note describing the extent to which the 
power to borrow money to effect redemptions has been used during the 
period reported on; in the case of non-conventional funds, the note 
should also contain a similar description concerning the use of the 
power to borrow money for leverage; and 

(10) that no exemption from the preceding recommendations should be provi- 
ded for existing mutual funds. 

Restrictions on the Extent of Investments 

Permissible in Securities of Any One Issuer ; 

the Problem of Portfolio Company Relationships 

12.61 Perhaps the most controversial of the restrictions on investment 
practices of mutual funds are those concerning the extent of invest- 

ments permissible in securities issued by a single company. In our considera- 

tion of these restrictions and the problems they involve, we have had the bene- 

fit of extensive reports prepared by Professors Leslie Wong and Peter Lusztig, 

and by Professor Daniel Baum. In addition, we have had a number of discussions 

with participants in the mutual fund industry. In the following discussion we 

summarize the existing restrictions applicable to Canadian mutual funds and the 

problems with which they are designed to deal, before briefly setting out our 

approach to these problems. 

12.62 Most securities administrators require that the statement of invest- 
ment practices of a mutual fund include restricoiLous, on whe extent 

to which it will invest in the securities of any one issuer. Such a restric- 

tion is also contained in the regulations of the Canadian Mutual Funds Asso- 

ciation. The relevant provision of the latter regulations is a good example 

both of the type of restriction generally applied and of the problems it 

creates. Until 1968 the C.M.F.A. prohibited member mutual funds from the 

purchase of securities of any one issuer if upon such purchase more than 10% 

of the net assets of the mutual fund would consist of securities of that 

issuer or the mutual fund would own more than 10% of the outstanding securi- 


ties of that issuer. Limited exceptions were provided, including one for 
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securities issued or guaranteed by Canada, any province thereof, or the 
Government of the United States of America. This restriction was substantially 
similar to those which were and are embodied in the prospectuses of most Cana- 
dian mutual funds. 
12363 In 1968 it became apparent that the rule outlined above was unduly 
restrictive in, 2tspapplication to.some, of the, larcersl. M. ks A amemberen 
which include the largest Canadian mutual funds. The regulation was therefore 
amended by the addition of an alternative provision that permitted the 10% 
limit on holdings in one portfolio company to be exceeded under certain condi- 
tions. The new provision permits a mutual fund to acquire in excess of 10% 
of the outstanding securities of an issuer, provided that not more than 5% 
of the total net assets of the mutual fund are so invested and that not more 
than 10% of the issuer's,voting securities, are acquired... A provisionsis alsa 
included to prevent the acquisition of such a large interest in a company 
associated with the mutual fund or the management company. Those responsible 
for the investment management of some of the large mutual funds have advised 
us that but for this amendment they would have found it difficult to make 
substantial further investments in Canadian securities. 
2s) Restrictions on investment by a mutual fund in securities of a singie 
issuer are motivated by two principal factors: the desire to prevent 
the acquisition of control over portfolio companies and the desire to prevent 
undue portfolio concentration. The former is considered, first ingthisedieere. 
sion. A mutual fund collects money from many participants for management by 
persons,to,whom the responsibility, assdelegated ss This raises sproplLemamor 
conflicts of interest, to some of which Chapter IX is devoted. One possible 
consequence of this delegation of responsibility is the use by the investment 
managers of securities held by the mutual fund to exercise authority over the 
public companies that are the issuers of such securities. A considerable 
portion of the reports and discussions referred to in paragraph 12.61 has been 
devoted to whether such use of power is good or bad. We do not think a detail- 
ed analysis of this question is necessary; our conclusions are well expressed 
in the following quotation from a brief submitted to us on behalf of a Cana- 


dian mutual stund: 
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The basic business of a mutual fund should, we believe, be portfolio 
investment, not control of the companies in which they have holdings. 
As has already been stated, portfolio investment has as its objective 
the achievement of a maximum return on investment within acceptable 
limits of risk and acquiring a controlling interest in one or more 
companies may well have the effect of increasing the risks involved 
without necessarily maximizing the return on investment. DOritia.s 
reason, we feel that great care should be exercised by portfolio ma- 
nagers not to become so heavily invested in any one company that they 
must become deeply involved in its management if something goes wrong. 
Aside from any other consideration, investment management organiza- 
tions are normally not equipped to assume the responsibilities of 
direct management. 


This is not to say, however, that there should not be a ciosetrela= 
tionship between the management of mutual funds and the companies 
whose securities they hold. The management of a wutue.LeLund .s re 
presenting its own individual shareholders in all its investments and 
should, if anything, act even more responsibly in its dealings with 
portfolio companies than would the individual shareholder himself, 

We, ourselves, have on several occasions been consulted by the mana- 
gement of a portfolio company on matters of shareholder relations and, 
on other occasions, have felt free to make suggestions when we felt 
competent to do so. Experience has taught us, however, to avoid 
placing ourselves in a position where we have lost our freedom to sell 
our shares if, for any reason, we feel that our money could be better 
employed elsewhere.* 


We are satisfied that the above quotation represents the views of 


the great majority of participants in the Canadian mutual fund indus- 


try, and that the position it takes is in the public interest. It is desira- 


ble for mutual funds to act as responsible shareholders, but iterououw. des 2. 


rable for them to take control of public companies. Apart from the factors 


referred to in the quotation, we think that serious harm Coulidsresult. Ti 2 


mutual fund were to assume control over a public company, with all that implies 


in terms of disruption of the normal routine of the company, only to sell it 


as a result of a changed investment policy, perhaps dictated by factors com- 


pletely unrelated to the company concerned. Our conclusion that mutual funds 


should not acquire control of public companies is based on the nature of 


mutual fund operations, and is not intended to have any implications concerning 


other types of investment companies. 


12.66 


The quotation in paragraph 12, 6hidescnibessa very ifine ylineé:47it.as 


inappropriate for a mutual fund to acquire control over portfolio 


companies, but it is appropriate for a mutual fund to participate in their 


~ 


ee ge te ee ee eee ee 
* United Bond & Share Limited, RoyFund Distributors Limited and RoyFund Ltd. 


Brief to the Canadian Committee on Mutual Funds and Investment Contracts: 


(June, 1968) page 30. 
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affairs as a responsible shareholder... While we recognize the difficulties in 
application, of tthis distinction, iwe laccept. both pagtestol, itaasihesiachaLnat 

the distinction is also accepted by the great majority of participants in the 
mutual fund industry and is consistent with the public interest makes detailed 
analysis unnecessary, and there is only one point that we think should be added 
to the remarks made in the quotation. This is that, speaking generally, 
Canadian mutual funds are very reluctant to take active roles as shareholders 
of their portfolio companies. Many follow unvarying rules in their treatment 
of proxies, usually that they will be completed in favour of management, and 

do not oppose even the most inefficient management. Instead, when dissatis- 
fied with a portfolio company the tendency is for the mutual fund to sell its 
shares. We do not quarrel with this approach, but we would like to see 
Canadian mutual funds take more seriously their roles as shareholders, Respon- 
sibly exercised, the authority conferred by their shareholdings could enable 


them to make a significant contribution to corporate management. 


12767 The second factor which motivates the adoption of restrictions on 
investment by a mutual fund in securities of a single issuer is the 
desire to prevent undue portfolio concentration, an objective closely related 
to the liquidity considerations with which the preceding section of this 
chapter is largely concerned. We recognize the dangers in undue concentra- 
tion, and have concluded that some regulatory restriction is needed. However, 
the restriction need not be rigorous for principal reliance can appropriately 
be placed on the business judgment of investment managers. The quotation in 
paragraph 12.64 accurately represents their desire to avoid an undue commit- 


ment to any single issuer. 


12.68 We have concluded that the restrictions designed to prevent undue 
concentration and those to prevent the acquisition of control cannot 
feasibly be incorporated in a single rule and that they should be separately 
considered, On concentration the important question is what percentage of the 
mutual fund's assets are invested in a single issuer; on control the important 
question is what percentage of the securities of an issuer are owned by a 


mutual fund, A large mutual fund could own a majority of the shares of a small 
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company with no problem of concentration, but there would be a serious problem 
of control. On the question of concentration, we have concluded that conven- 
tional funds should be prohibited from the investment of more than 10%, and 
non-conventional funds from the investment of more than 15%, of their total 
net assets in securities of a single issuer, This restriction, unlike the 
restrictions proposed in the preceding section, would be a transaction test 
rather than a maintenance test. No purchase of portfolio securities could be 
implemented if as a result of such purchase the relevant restriction was 
breached, but it may sometimes happen that holdings of a particular security 
will exceed the limit because of an accretion in value of the security vor sor 
other reasons apart from a purchase. We do not believe that in such situations 
a mutual fund should be obligated to dispose of a portion of its holdings so 


that the test would again be satisfied. 


12.69 Restrictions appropriate to prevent the acquisition on Controlpre-— 
sent more serious problems because of the difficulty in an adequate 
definition of the word "control". Few words have been defined in more dif- 
ferent ways, and with less success, It seemed desirable to formulate our 
approach to the problem on the basis of an analysis of the existing situation, 
and we derived considerable assistance in so doing from the report prepared 
by Professors Leslie Wong and Peter Lusztig. On the basis of an extensive 
analysis based on personal interviews and on studies of the holdings of mutual 
funds and other institutional investors, they concluded: 
It became obvious... that where the attractiveness of common shares 
were compelling enough to overcome the reluctance of investment mana- 
gers to forego portfolio mobility, the same attractiveness was dis- 
cernible to other investors including financial institutions. Thus, 
countervailing power developed and was in evidence. On the premise 
that such effective checks will prevail, no legislation is required. 
There was no evidence of concentration by investment companies in 
securities unattractive to other financial institutions, Any such 
isolated concentrations would imply the pursuit of control. 
While we do not accept the conclusion of Professors Wong and Lusztig that no 
legislation is required to prevent mutual funds from acquiring control over 
public companies, we have relied on their findings and similar findings of our 
staff in our conclusion that the usual rule which prohibits the acquisition of 


more than 10% of an issuer's voting securities is not appropriate to deal with 


the control problem. 
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ee a0 As indicated in paragraph 12.68, a restriction designed to prevent 
the acquisition by mutual funds of control over portfolio companies 
should relate to the percentage of securities of the portfolio companies held 
by the mutual funds, rather than to the percentage of the mutual funds' assets 
represented by such securities. Whe usual rule considers, each mutual fund 
separately for this purpose. We have concluded that this approach does not 
adequately deal with the situation which frequently arises, where a single 
management company is associated with several mutual funds. In such cases the 
mutual funds should be treated together, for otherwise the common management 
company could make use of the combined holdings of several mutual funds to put 
itself ina control positions Accordingly, invthesconelusitonsswhich sro siow 
the phrase “related mutual funds" is used to denote mutual funds under common 
management, whether they are conventional or non-conventional funds, and each 
of a group of related mutual funds’ is “considered to be related’ to the cthers 
in the group. We have concluded that a mutual fund should not be permitted 
to effect a purchase of securities of any class of any issuer if as a result 
of such purchase its aggregate holdings of that class together with the 
holdings of related mutual funds exceed 20% of outstanding securities of the 


class; by number or dollar value. 


I While implementation of the conclusion in the preceding paragraph 
would reduce the possibility of acquisition by mutual’ fonds .cicen- 
trol over portfolio companies, «itewould not alone be suiticient cron sGha: 
purpose. It should be supplemented by a provision that when the combined 
holdings of related mutual funds exceed 10% of the voting securities of a 
company, that company should be treated as an associate of each mutual fund for 
purposes of -application,.of the legislation recommended sin Chapter LX wathis 
means that further acquisitions of any securities of such company sby sanyo. 
the related mutual funds would be prohibited unless advance approval was 
obtained from the administrator. This approval should be granted only if the 
administrator is satisfied that the acquisition is not designed to enable the 
mutual fund to exercise control over the portfolio company. The suggested rule 
would also mean that transactions entered into with the company by any of the 


related mutual funds which fell within any of the categories listed in para- 
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graph 9.45 would be subject to a reporting requirement. It is important to 
note that this addition to the general rule proposed in the preceding paragraph 
relates only to voting securities; associate status would not arise as a result 


of holdings of other classes of securities. 


ee fe The conclusions reached in the two preceding paragraphs should be 
considered together. So considered, their implementation would mean 

that no more than 20% of any class of securities of a portfolio company could 

be acquired by related mutual funds; when over 10% of the voting securities 

of a portfolio company were held by related mutual funds, they could not 

acquire additional securities without consent of the administrator, Even with 

such consent, the maximum permissible holdings of any class would continue 

to be 20%. As with the proposed restriction in paragraph 12.68 on the percent- 

age of total net assets of a mutual fund that may be invested in securities 

of a single issuer, each of these tests should be a transaction test rather 


than a maintenance test. 


ee Two exceptions should be made to the restrictions proposed in this 
section. It will be noted that they would prevent the acquisition 
by mutual funds of subsidiary companies, a consequence that we consider 
appropriate except in limited circumstances. We have concluded that an excep- 
tion should permit the acquisition of a wholly-owned subsidiary, provided that 
it engages in no activities that would not be permissible if carried on by the 
mutual fund itself, and further provided that its financial information is 
fully consolidated with that of the mutual fund for reporting agg ger 
Another consequence of the restrictions is that they would prevent the orga- 
nization of a mutual fund to invest exclusively in shares or units issued by 
a single other mutual fund. These mutual funds are discussed in paragraph 
00, 15,70 and 15.71. They serve worthwhile functions, and should be 
exempted from the proposed restrictions on the extent of permissible investment 


in a single portfolio company. 


he. (4 For the reasons set out in this section, we recommend: 
(1) that mutual funds should be subjected to restrictions designed to 


prevent the acquisition by them of control over portfolio companies, 


Ah 


but should be encouraged to make use of their influence as share- 
holders of such companies in the best interest of mutual fund parti- 


cipants and of the investing public; 


(2) that, to prevent undue portfolio concentration, conventional funds 
should (subject to recommendation (4)) be prohibited from the invest- 
ment of more than 10% and non-conventional funds from the investment 
of more than 15% of their assets in securities of a single issuer; 
this restriction should operate with respect to each transaction rather 


than as a maintenance test; 


(3) that, to prevent the acquisition of control over portfolio companies, 
the following provisions should (subject to recommendation (4)) be 
applied; the term "related mutual funds", should be defined to include 
mutual funds under common management: 

(a) no mutual fund should be permitted to purchase securities of any 
class of any issuer aif after such: purchase (the holdings sofethac 
mutual fund and of related mutual funds exceed 20% of outstanding 
securities of such class, by number or dollar value; and 

(b) the term "associates of a mutual fund" as defined in paragraph Qe Die 
recommendation (2) should be expanded so that any public company 
in which a mutual fund, alone or together with related mutual 
funds, holds in excess of 10% of the voting securities would be 
an associate of the mutual fund and of each of the related mutual 


funds; and 


(4) that exceptions should be embodied in legislation which implement 
recommendations (2) and (3) to permit: 

(a) the acquisition by a mutual fund of a wholly-owned subsidiary com- 
pany, provided: (i) that such subsidiary company engages in no 
activities that would not be permissible if carried on by the mu- 
tual fund itself; and (ii) that the financial information of the 
subsidiary company is fully consolidated with that of the parent 


for reporting purposes; and 


Ake 


(b) the operation of a mutual fund which invests exclusively in shares 


or units issued by a single other mutual fund. 


ni a 
Re. 72 One result of the success experienced by the Canadian mutual fund in- 
dustry in recent years has been pressure by entrepreneurs to be per- 
mitted to organize mutual funds to invest in shares or units issued by other 
mutual funds; for convenience, in the following discussion we refer to such 
mutual funds as "funds on funds", One fund on funds has in fact been organized, 
and is qualified for sale in the province of British Columbia; at March 31, 1969 
this mutual fund, Great Pacific Fund Ltd., had total net assets of SIL25 E07: 
Tt is reasonable to assume that additional funds on funds would be organized 
but for resistance from the various administrators. The interest in funds on 
funds is largely inspired by the success of The Fund of Funds, Ltd., a mutual 
fund incorporated in Ontario but with headquarters in Geneva; at the time of 
writing, The Funds of Funds, Ltd. is qualified for sale neither in Canada nor 


an the United States. 


ie #76 In its Public Policy Report*, the Securities and Exchange Commission 
considered funds on funds and arrived at a conclusion adverse to them. 
Because of the potentiality of influence by the fund on funds over the mutual 
funds held in its portfolio, and through them over their portfolio companies; 
the duplication of sales charges and management fees when one mutual fund in- 
vests in the shares or units of another mutual fund; and the lack of utility 
of the fund on funds from the viewpoint of the investor, the S.E.C. proposed 
that the creation and operation of funds on funds should be prohibited. We 
agree that funds on funds involve serious potential difficulties which must be 
considered and dealt with. We have, however, concluded that they should not 


be prohibited. 


1,77 One point is, in our opinion, clear. Investment by a mutual fund in 
shares or units of another mutual fund should be restricted to cases 
where the former mutual fund is organized for the purpose of making such invest- 


* Supra, footnote to paragraph Li Oyy ate pares (3A L=32i. 
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ments. If mutual funds generally could invest in other mutual funds at will, 
potentially serious situations-could result. The consequence would be sub- 
delegation of investment management without the authority of the persons whose 
money was involved. Holders of shares or units in a mutual fund which is not 

a fund on funds expect their money to be managed by the management company of 
that mutual fund, not by the management company of another mutual fund in which 
that mutual fund invests. Other consequences would include a potentially 
chaotic situation of cross-ownership and interlocking between and among mutual 
funds which might produce results inconsistent with the regulatory scheme pro- 
posed in this»report. Finally, sicewouldsbe: impossible terapply, thetspeciiae 
restrictions on funds on funds proposed in the following paragraphs if any 
mutual, fund covld invest: in®shares or units of other mutual wunds7, Weshave 
therefore concluded that the only mutual funds permitted to make such invest- 


ments should be funds on funds, 


Tees Implementation of the conclusion that funds on funds are the only mu- 
tual funds which should be permitted to invest in other mutual funds 
will necessitate a specific prohibition of such investments by mutual funds 
other than,.funds, en funds),, slhe weverse does nou, “however, sic low =slagiequsa. = 
ment. that funds on funds invest exclusively in other mutual tundsiiwould be un— 
duly rigorous. We have concluded that a fund on funds should be permitted to 
hold other investments with a total value which should at no time exceed 20% 
of its total net assets.. In addition, to provide flexibility of investment 
management a fund on funds should be permitted to hold cash or bank deposits 


Walt MnOtlumsesinicl cu lOm. 


Wan (ES) Our conclusions concerning the extent to which mutual fund investment 
in other mutual funds should be permitted do not resolve the problems 

which persuaded the Securities and Exchange Commission to propose the abolition 

of funds on funds, The first of these problems is the power.which the manage- 

ment company of the fund on funds has or may have over the mutual funds held 

in its. portfolio, and through them over their portfolio companies... A substan— 


tial holding by one mutual fund in another mutual fund exposes the latter! to 


ALL 


the possibility of a redemption which might force a liquidation of portfolio 
securities, and would reduce total net assets and management fees. .oThe» power 
to effect such a redemption might be used by the management company of the fund 


on funds to exert influence over the policies of the underlying mutual funds. 


Te. 80 Certain proposals made elsewhere in this report are relevant to the 

problem of influence by a fund on funds over underlying mutual funds. 
In paragraphs 13.89 to 13.98 we describe circumstances in which a mutual fund 
should be permitted to deliver portfolio securities in satisfaction of requests 
for redemption. The availability of this right will do much to alleviate the 
dangers of forced liquidation resulting from a sudden redemption request. In 
paragraphs 13.80 to 13.87 we propose a penalty for short-term redemptions which 
would prevent abuses through redemptions made by a fund on funds shortly after 
purchase of the shares or units of another mutual fund. In paragraphs 12.61 to 
12.73 we propose restrictions on the extent of the investment which a mutual 
fund may make in a portfolio company; these restrictions would apply to funds 
on funds. Helpful though these proposals may be to alleviate the potential 


problems in this area, we have concluded that they are mot ialonessufiaerent. 


eel We have concluded that strict limitations should be applied on the 
extent of investment permitted by a fund on funds in an underlying 
mutual fund, The restrictions proposed in the preceding section on the percent- 
age of the assets of a mutual fund which may be invested in a single portfolio 
company are adequate in this context, but those concerning the percentage of 
the securities of a company which may be acquired by a mutual fund are inade- 
quate. We have concluded that a fund on funds should not be permitted to ac- 
quire shares or units of another mutual fund if, after such acquisition, the 
fund on funds, alone or together with other funds on funds under common manage- 
ment, would hold in excess of 3% of the outstanding shares or units of that 
mutual fund, This percentage limit corresponds to that contained in section 
12(d)(1) of the Investment Company Act of 1940, and we think it appropriate for 


adoption in Canada. 
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Leece In order to enforce the restriction proposed in the preceding para- 
graph, it should be supplemented by a prohibition against the issuance 
of shares or units by a mutual fund if that mutual fund, its management company 
or its distribution company is aware that the shares or units are intended for 
acquisition by a fund on funds (whether or not registered in Canada) that would, 
after the acquisition, be in contravention of the proposed restriction...) This 
prohibitaon should be effective: to restrict the extent ol investment byea tun 
on funds in a single other mutual fund to a level at which the influence dis- 


cussed by the S.E.C. would not be a substantial problem. 


L288 The second principal reason which led the S.E.C. to conclude that 
funds on funds should be prohibited was the duplication of management 
fees and sales charges which results when one mutual fund invests in another 
mutual fund. 9 Thistts closely related’ toithe*thir? meason, shavmthest und on 
funds performs no useful function for the investor. “As indicated below, we “are 
not prepared to accept the third reason, and must therefore assume that some 
useful purpose is served by the fund on funds, That assumption provides some 
justification for a duplication of management fees and sales charges, but 


further analysis is required of both types of charges. 


12.84 One restriction is, we think, clearly necessary to prevent undue dupli- 
cation of sales charges» and management fees, A fund on funds eugne 
not to invest in other funds on funds; such an investment would result in ex- 
penses incommensurate with any benefits obtained. Even where the investment 
is directly’ in ‘other mutual funds, special considerationsvare applicaule oases 
paragraph 10.88 we describe investment objectives as a factor relevant to the 
determination of the reasonableness of management fees and sales charges, and 
refer to the fund on funds as an example. Although we conclude below that the 
investment manager of a fund on funds has a responsible task to perform it is 
doubtful that the task is as onerous as that involved in the management of most 
other mutual funds. For that reason, the administrator or court concerned with 
the decision may feel that a reasonable management fee for a fund on funds 


should be lower than that for other mutual funds, 


LL 


12.85 Additional considerations are relevant to sales charges. If a fund on 
funds the shares or units of which are sold to the public at the maxi- 
mum prevailing sales charge rate invests in other mutual funds at the same rate, 
it is apparent that the costs involved will be such as to make the entire ar- 
rangement uneconomic from the investor's viewpoint. Funds on funds should be 
in a position to derive maximum advantage from sales charge competition, and 
we have concluded that they should be expected and required to do so. A fund 
on funds should, therefore, not be permitted to pay a sales charge on its in- 
vestment in an underlying mutual fund which exceeds the prevailing rate for 
large volume purchases. For certainty, that rate should be specified from time 
to time in a regulation which reflects existing practice in the Canadian in- 
dustry. The regulation would in no way affect sales charge rates; it would 
only indicate what the administrator felt to be prevailing rates on volume 
transactions. We have concluded that it ought initially to restrict the sales 
charges paid by funds on funds to 1% of the amount invested in the underlying 


mutual fund (rather than the amount paid by the purchaser). 


12.86 Perhaps the most important reason advanced by the S,E.C. in support 
of the prohibition of funds on funds was their lack of utility Porm cite 


investor, as indicated by the following quotation: 


It is also argued that the fund holding company is a desirable 
investment vehicle because the proliferation of mutual funds, with 
varying records of performance, makes it difficult for the in- 

-vestor to choose the best performing funds. While this proposition 
would perhaps at first appear plausible, closer analysis indicates 
thercontrary 


A mutual fund investment offers professional management of a 
diversified portfolio. Once an investor elects this method of in- 
vesting, he must, of course, make an investment decision in which 
he selects a professional investment manager (ties pla specific 
mutual fund). It is the investor alone who must make this invest- 
ment decision. If it is true that "professionals" are needed to 
choose among a group of professionally managed mutual funds, it 
is equally true that professionals will be needed to in turn choose 
the professionals. If funds on funds are permitted to proliferate, 
how would an investor decide among the many such companies seeking 
his investment dollar? Would he not need a fund_on funds on funds 
to make this decision?* 


The passage from which the quotation is taken goes on to point out that the 


I. 


* Public Policy Report (supra, footnote to paragraph 1.07) page 321; under- 
lined portion italicized in original. 
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limited number of mutual funds available, and the comparatively small invest- 
ment permitted in each, will probably combine to force the manager of the fund 
on funds to invest in at least some mutual funds which are of “indifferent 
quality. While we recognize that these points have merit, we have concluded 
that they are insufficient to justify the denial to the investor of this type 


of vehicle. 


Wey) We are fortified in our conclusion by the fact that we attach greater 
Significance than does the quotation im the preceding paragraph, sce 
the task performed by the investment manager of a fund on funds. This is be- 
cause of the problems) presented ito the anvestor) by ithe proliferation cieamuncvuae 
funds. On the one hand, as noted in paragraph 3.08, analysts are unanimous 
in their opinion that investment management cannot be properly assessed on the 
basis of a history of less than five year's results, ony vhepocherehnand= many 
mutual funds that seem worthy of attention have been in existence for less than 
five years or have changed management during the five-year period. This re- 
quires that investment management be assessed in other ways, a task often beyond 
the competence of the investor (as even an assessment on the basis of historical 
results may be). Finally, since a mutual fund is only as good as its invest- 
ment management, it may sometimes be advantageous to sell shares or units of 
one mutual fund and purchase shares or units of another following a change in 
investment management of the first. We do not contend that these responsibili- 
ties are suificientito make theytask rota fund vom funds Ginvestmentimanacer tas 
onerous as that of other investment managers, but the difference should be 
reflected in decisions on the reasonableness of management fees rather than in 


a prohiblGdon: oie under ionreune a. 


Nets) One additional restriction on the investment activities of funds on 
funds is, we have concluded, made necessary by the distinctive nature 
of the regulatory scheme that we propose for application to mutual funds, For 
a fund on funds to invest in securities issued by mutual funds which are not 
subject to that scheme would reduce its effectiveness, and might result in 


abuses, We have therefore concluded that funds on funds registered in Canada 
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should not be permitted to invest in shares or units of any mutual fund that, 
at the time of purchase, is not registered in a jurisdiction of Canada that has 
in effect legislation which implements the recommendations made in this report. 
This restriction should be supplemented by a provision which permits the admin- 
istrator to extend the scope of permitted investments to mutual funds that are 
subject to the laws of other jurisdictions which provide substantially similar 


protection. 


12.89 A fund on funds, like any other mutual fund, should be categorized 

as conventional or non-conventional. A conventional fund on funds 
would be permitted to invest in non-conventional mutual funds, provided such 
investment was contemplated by its statement of investment objectives and prac- 
tices. The decision as to the category appropriate for a fund on funds would 
be made, as with other mutual funds, through a determination by its organizers 
of whether it should take advantage of the wider range of investment practices 
available to non-conventional funds. The investment practice which would be 
most likely to persuade them to adopt non-conventional categorization would be 


the right to borrow money for leverage. 


12.90 One type of mutual fund should be exempted from the requirements pro- 
posed in this section. For income tax and other reasons, a number of 
mutual funds are organized to invest exclusively in the shares or units: of 2 
single other mutual fund. These mutual funds are discussed in paragraphs 15.70 
and 15.71, and elsewhere in this report. They do not involve the problems con- 
sidered in this section, and should not be classified as funds on TundS |e 
exemption should be conditional on the arrangement between the mutual fund and 
the other mutual fund in which it invests being such that duplication of sales 


charges and management fees is avoided. 
he. 91 For the reasons set out in this section, we recommend: 


(1) that for purposes of the following recommendations, and subject to 
recommendation (9) a "fund on funds" should mean a mutual fund 


organized to invest in the shares or units of other mutual funds; 


ALLO 


that investment by mutual funds in other mutual funds should be pro- 
hibited, except in the case of investments made by funds on funds in 
compliance with the restrictions proposed in the following recommenda- 


trons; 


that a fund on funds should be permitted to hold investments apart 
from shares or units of other mutual funds, provided that the value 
of such investments should at no time exceed 20% of its total net 
assets; except that holdings of cash and bank deposits should not be 


restracted;: 


that, notwithstanding other recommendations in this chapter, a fund 

on funds should not be permitted to acquire shares or units of a mutual 
fund if, after the acquisition, the fund on funds would, alone or to- 
gether with other funds on funds under common management, hold more 


than 3% of the outstanding shares or units of that mutual fund; 


that a mutual fund should be prohibited from the issuance of shares 
or units if it, its management company or its distribution company 
is aware that they are intended for acquisition by a fund on funds 
(whether or not registered in Canada) which would, after the acquisi- 


tion, be in contravention of recommendation (4); 


that a fund on funds should be prohibited from investment in other 


funds omsiundss 


that insthe acquisition of shares or units  issied) by? other = mucuas 
funds the fund on funds should not be permitted to pay a sales charge 
in excess of a rate determined from time to time by regulation ta be 
the sales charge currently prevailing in the Canadian mutual fund in- 
dustry for large volume purchases; such rate should be initially 


established at 1% of the amount invested by the fund on funds; 


that a fund on funds should not be permitted to invest in a mutual 
fund which, at the time of purchase, is not registered in a jurisdic- 


tion in Canada that has in effect legislation which implements the 
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recommendations made in this report; the appropriate administrator 
should have power, by regulation, to extend the range of permitted in- 
vestments to mutual funds which are subject to the laws of other juris- 


dictions that provide substantially similar protection; and 


(9) that a mutual fund which invests exclusively in the shares or units of 
a single other mutual fund should be considered not to be a fund on 
funds for purposes of the above recommendations, if the arrangement 
between it and the mutual fund in which it invests is such as to avoid 


duplication of management fees and sales charges, 
Consequences of Failure to 


Pe Ve Many of the restrictions proposed in this chapter are framed as main- 
tenance requirements, to which the affected mutual funds would be re- 

quired to adhere on a continuing basis, This is true, for example, of the test 

proposed in paragraphs 12.53 to 12.57 which would govern the maximum amount of 

illiquid investments and the maximum liabilities of non-conventional funds. 

It is apparent that such restrictions can be contravened without deliberate 

default on the part of any person, Contraventions could even result from ac- 

tions that were to the credit of management; an increase in the value of an 

illiquid investment could result in a violation of the applicable limitation 

on the proportion of total net assets which may be represented by such invest- 


ments. 


ie. 92 It would obviously be inappropriate to punish all contraventions of 
maintenance tests as offences. On the other hand, the proposed re- 
strictions are all necessary for investor protection and must be enforced some- 
how. A similar problem is presented by the minimum capital requirements pro- 
posed in Chapter VII, and we conclude in paragraphs 7 OGRtOns Vocathsat their 
contravention should not be automatically punished but should result in nego- 
tiations between management and the appropriate administrator. We have con- 
cluded that a similar result should apply to the maintenance requirements pro- 
posed in this chapter, and that the conclusions there reached are fully appli- 


cable here. 


Ment 


Hee. For the reasons set out in this section, we recommend: 


that the procedures and requirements proposed in paragraph 7.69 should 
be applicable, with necessary changes, to any contravention of invest- 
ment restrictions proposed in this chapter which are designed to re- 

quire compliance on a continuing basis rather than at the time of each 


uransactien ¢ 


: eT Ob 3 : iP } 
Tea As stated in the introductory paragraphs, this chapter deals princi- 


pally with the restrictions on investment practices applicable  tagm 
tual funds rather than with their anvestment objectives) slhis*shenlcdenciare 
allowed to obscure the importance of the statement of investment objectives. 
It provides the only indication available to the potential investor of the 
philosophy of investment management followed in operation of the mutual fund, 
including the degree of risk which will be accepted. The statement of invest- 
ment practices indicates only the means available to attain the specified ob- 
jectives. In view of the importance of statements of investment objectives, it 
is unfortunate that their language is customarily vague. We recognize that 
complete precision is unattainable, but many of the statements we have reviewed 
seem to have been prepared in an effort to appeal to every type of investor. 
The paradox described in the introductory paragraphs, that the vague investment 
objectives are often more helpfud than the precise anvestment (practices maar co 


in spite of rather than because of this imprecision, 


12.96 In our opinion, statements of investment objectives can and should be 
made more helpful to thesinvestor than 2sspresently the case wand 
administrators should press for more precision in their preparation, They 
should also press for a closer relationship between investment objectives and 
investment practices, particularly in the context of non-conventional funds. 
Mutual fund organizers should be discouraged from the tendency to adopt the 
widest possible statement of investment practices, unless such a statement 


seems necessary to carry out the investment objectives. 


Ade 


12.97 Another desirable change in statements of investment practices would 
be for them not only to reflect the restrictions to be accepted in the 
investment management of the mutual fund, but also to describe in more positive 
terms the types of practices to be followed. It is not sufficient to indicate 
the restrictions on the extent of investment to be made in a single company, 
if the investment manager in fact intends to diversify more than would be re- 
quired by that restriction and does not propose to make full use of his powers 
to invest in single companies. If the power to make such investments is re- 
tained for use in unusual situations, the statement of investment practices 


should indicate that the power will rarely be used to its full extent. 


12.98 The changes advocated in preceding paragraphs cannot be enforced by 
precise regulations; they can result only from consultations between 
the appropriate administrators and those responsible for the preparation of 
statements of investment objectives and practices. Closely related to these 
changes is the succinct summary of the statement of investment objectives and 
of the major aspects of the statement of investment practices which would be 
included in the summary prospectus proposed in paragraphs Lippe Lip. pos 
The summary of investment objectives and practices should be prepared in con- 
junction with the full statements, so as to reflect the conclusions in pre- 
ceding paragraphs, and should be included in the annual report of the mutual 


fund as well as in the summary prospectus. 


a. ID It is apparent from the discussion in this section and throughout this 
chapter that we attach considerable importance to statements of in- 
vestment objectives and practices. Amendments to these statements are of con- 
siderable significance to shareholders or unitholders. We have concluded that 
no amendment to such a statement, either of objectives or of practices, should 
be permitted without prior consent of shareholders or unitholders obtained in 
accordance with the procedures enacted pursuant to paneer apie t7/we sl he only 
exception to this requirement would be cases where the appropriate admistrator 
ruled that the proposed amendment was in the best inperests ofsall shareholders 


or unitholders, or was immaterial to them. 
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12.100 


For the reasons set out in this section, we recommend: 


that in his review of statements of investment objectives and practices 

of mutual funds, the administrator should press for: 

(a) more precise statements of investment objectives than are presently 
adopted for most Canadian mutual funds, with particular reference 
to the extent to which risks will be accepted in the quest for 
superior rate of return; 

(b) closer relationships between the statement of investment objectives 
and the statement of investment practices, so that the latter will 
more accurately reflect the types of trading actually to be used 
in the attempt to carry out the investment objectives; and 

(c) the inclusion in statements of investment practices of indications 
of the practices intended to be pursued, as well’ as of ‘restric= 


tions on the kind of practices that may be pursued; 


that the summary statement of investment objectives and practices to be 
included in the summary prospectus proposed in paragraph 14.61, recom- 
mendation (2), should be prepared in conjunction with the full state- 


ments and should reflect the recommendations in recommendation (1); 


that the annual report of a mutual fund should include a copy of the 
summary statement of investment objectives and practices referred to in 
recommendation (2) and should be permitted to include the full state- 


ment of investment objectives and practices; and 


that no amendment should be made to the statement of investment ob- 

jectives and practices without the approval of shareholders or unit- 

holders in accordance with paragraph 6.59, recommendation (3); provided 

that the appropriate administrator should have power to waive the re- 

quirement upon being satisfied either: 

(a) that the proposed amendment was in the best interests of all share- 
holders ontunitholders: san 

(b) that the proposed amendment was immaterial to shareholders or unit- 


holders, 
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CHAPTER XIII 


ISSUANCE AND REDEMPTION OF SHARES AND UNITS 


Be 2 Redeemability at the option of the holder is important as the charac- 
teristic which distinguishes the mutual fund share or unit from all 
other equity instruments. It is also one of the most Sionificant, features, of 
the mutual fund industry from a regulatory viewpoint. Combined with the con- 
tinuous distribution of shares or units in which most mutual funds engage, it 
gives rise to many of the problems considered in this report. It would be sur- 
prising were this not the case, for these characteristics constitute not only a 
technical distinction but a fundamental difference between mutual funds and 


other organizations which issue equity participations to the public. 


es 0 2 Shares of a public company other than a mutual fund are traded in the 
public market at prices determined principally by supply and demand. 
Many factors contribute to the supply and demand; the net value of the assets 
is important, but is not the only factor of importance. The shares of a public 
company with good management, or which is active in an expanding area of the 
economy, or which has a favourable debt structure, may command a higher market 
price than those of another public company with net assets of equal value and 
with the same number of shares outstanding. The extent of availability of the 
stock may also influence its price. All of these factors affect the prices 4t 
which shares issued by closed-end investment companies are traced. Vette 
method of operation of mutual funds is such as to exclude these factors; the 
price on issuance and redemption of shares or ULES as, except tor sales ,charges 


and redemption fees, computed entirely by reference to the proportionate value 
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of the interest they represent in the mutual fund portfolio. The exception is 
of considerable importance; sales charges often substantially increase the 
purchase price and redemption fees may decrease the amount payable on redemp- 
tion. They are, however, received by the distribution company rather than the 
mutual fund, and are therefore not consideredphere. “Chapter x includes asdis— 


cussion of sales charges and redemption fees. 


13003 While it is obviously of great importance to devise a formula which 
will permit a precise computation of price for mutual fund ‘shares ox 
units, it is apparent thatimne formulatcan be relied mipon tosgresule: inetheest. 
price which would be produced if mutual funds were listed in the public market 
and were therefore subject to the operation of the law of supply and demand. In 
the case of most mutual funds, which continuously issue as well as continuously 
redeem their shares or units, both supply and demand are, in effect, unlimited. 
Nor is it possible to make allowance in the computation formula for such in- 
tangible factors as the quality of management, to which weight would be given 
in a public trading market. Only sone factor can in practice be given weigi 
the value of assets in the portfolio less outstanding liabilities, or neteudssen 
value, which can be expressed on a per share or unit basis through division by 
the number of shares or units outstanding. Much of this chapter is devoted to 


problems in@therdetermination {oie watitigure. 


13.04 While the differences between the methods used in price determination 
for mutual funds and those used in price determination for shares of 
publicly traded companies would in any event be dictated by the lack of a mecha- 
nism for the law of supply and demand to operate in the former?context, those 
differences are representative of a more fundamental difference between the two 
types of security: This as othat tshares of most public icompanvessrepresentaa 
direct investment in a certain company or enterprise, involving an assessment 
of management, of long-range prospects and similar matters. Investment in a 
mutual fund, on the other hand, involves the delegation of investment management 
to the management company. As such, it is inherently a long-term decision to 
a far greater extent than is true with ‘the purchase of shares an other public 


companies. 
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£3.05 To treat mutual fund shares or units as a short-term investment is not 
only conceptually inappropriate, it can involve serious practical 
problems. When an investor wishes to purchase shares or Unies, iiss Ordertss 
ordinarily satisfied through their issuance by the mutual fund; when he wishes 
to sell shares or units, his order is ordinarily satisfied through their redemp- 
tion by the mutual fund. Short-term transactions can have a serious effect on 
cash flow and thereby complicate the management of the mutual fund portfolio. 
In addition, the mutual fund ordinarily absorbs the brokerage and other costs 
attendant upon the purchase of securities to invest money received for shares 
or units sold, and similar costs attendant on the sale of securities which may 
be necessary to pay the redemption price of shares or units redeemed. This 
arrangement can be abused by the short-term holder, who can use the mutual fund 
as a method to obtain a short-term participation in a portfolio of securities 
without payment of brokerage. Such abuses are most likely to occur with trans- 
actions of a size sufficient to receive the benefit of the volume discounts dis- 
cussed in paragraphs 2.18 to 2.20, or with transactions in mutual fund shares 


or units that are sold without sales charges. 


13.06 For the reasons indicated above, a number of the recommendations in 
this chapter are designed to discourage the purchase of mutual fund 
shares or units on a short-term basis. It should be emphasized that this ob- 
jective is in no way inconsistent with the pursuit of a short-term trading po- 
licy by the mutual fund itself, if such a policy is consistent Withers ss tece- 
ment of investment objectives and practices. If the investor wishes to have his 
money managed on the basis of short-term trading, he should be able to select “a 
mutual fund with that type of trading policy. The point is that once he has 
selected the mutual fund, he should regard his own investment in it as a long- 


term commitment. 


Bor. 07 In this chapter we consider first the method used to value mutual fund 

shares or units. For convenience, the letters '"'N.A.V.P.S." are used to 
mean net asset value per share or unit, or the value of the proportionate part 
in the portfolio of a mutual fund represented by one of its shares or units. 


The amount paid for shares or units purchased can be computed by adding sales 
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charges to N.A.V.P.S., and the amount received: for, shares or units» redeemed can 
be computed by deducting redemption fees from N.A.V.P.S. After the consideration 
of valuation we discuss when it should be computed with respect to any purchase 
or sale. We then consider the problem of the short-term purchaser, dealing 
first with the development of secondary markets in shares or units, and then 
with the large volume, short-term purchaser. Finally, we consider the extent to 
which it should be permissible to pay for shares or units issued or redeemed in 
securities rather than in cash, and the circumstances in which mutual funds 
should be permitted to suspend the right of redemption. 
Computationsof N.A.V.P.o. smbeneral ly 
Applicabl nsiderations 
133,08 While the computation of N.A.V.P.S. involves a number of problems, the 
method followed can be easily described. Three figures are determined: 
total value of assets in dollars; total value of liabilities in dollars; and 
total number of shares or units outstanding. Liabilities are deducted from 
assets and the result divided by the number of shares or units. The resultant 
figure is the N.A.V.P.S. With most Canadian mutual funds this figure represents 
the price charged for each share or unit issued and paid for each sharesoraun. 
redeemed; it usually does not correspond with the prices quoted to the public, 
for the distribution company usually adds a sales charge and sometimes deducts 
a redemption fee. The bid price quoted in the press and elsewhere equals 
N.A.V.P.S., less a) redemption feerwhere applicable. The asked pricéesequaye 
N.A.V.P.S., usually plus a sales) charge. Qur concern in this) chaptemeispex lu. 
sively with prices paid.and received by the mutual fund itself so that we do 
not here discuss sales charges and redemption fees.) Subject to the (commence 
made in the next section and elsewhere in the remainder of this chapter, we 
accept the three-figure formula described above) as the method for computation 
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P3,:0:9 In the next section, we consider the arguments which favour an adjust- 
ment in the computation of N.A.V.P.S. in addition to the three-figure 

formula, We then discuss the most difficult to determine of the three 

figures, the total value of assets of the mutual fund. The problems which re- 


late to the determination of this figure but not to the other two figures are 
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first discussed. Other problems, which affect the determination of. the amount 
of liabilities and of the number of shares or units outstanding as well as the 


value of assets, are considered in paragraphs 13.45 to 13.57. 


Po. 10 The objective of the suggestions made in the following discussion is to 
attain fairness for all concerned in the pricing procedure, If 
N.A.V.P.S. is higher than it should be, the purchasing shareholder or unitholder 

will suffer; if it is lower than it should be, the redeeming shareholder or 
unitholder will suffer. The objective in the valuation of a mutual fund port- 
folio to compute N.A.V.P.S. should, therefore, be complete precision. This vis 
not always true with security valuations for other purposes, Since 1t is ire- 
quently appropriate in view of the purpose for Which a valuation, is made to re- 
solve difficult questions through the acceptance of a value known to be not 
greater than the true value. This has resulted in the oft-used "lower of cost 
or market"! approach to the valuation of securities, an approach which would be 


inappropriate in the context of mutual funds. 


a ee Another consideration which is important to the conclusions reached in 

the following sections is that the computation of N.A.V.P.S. is done 
in the context of the mutual fund as a continuing operation. It might be said 
in theory that the N.A.V.P.S. should be so computed as to TeSult ein ae prtcesau 
which any number of shares or units could be bought or any number of shares or 
units could be sold, without affecting N.A.V.P.S. Such a theoretically perfect 
valuation would be impossible for any of a number of reasons considered in the 
following sections. It is, however, feasible to arrive at an NeWav Pao cet FOUTe 
which can be used with fairness in practice. This is because the valuation 
treats the mutual fund as a continuing enterprise, rather than an organization 
about to be liquidated or to experience a major proportionate increase Ties Ze). 
Redemptions and purchases during a short period are rarely large in proportion 
to total net assets, and therefore any inequity is very small when considered on 
a per share or unit basis. In addition, redemptions are usually satisfied from 
the proceeds of sales with a consequent further reduction in the potential im- 
pact of a failure to attain theoretical perfection in the computation of 


Mera V.P.S. 
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LSehz In ‘spite tofsthetfact’ thatt.:e may *be*impossab Lemtowmsupport aeparerculd, 
procedure’ or technique’ in portfolio valuations ‘as the only correct one, 
it is important that consistency be maintained in the methods used for 
NIAcViP.S. computation ineaypartacular muttal funds «ror cxampleyepracei ces 
differ»as to%whether valuationswshould be made* on™ thet basis orabid, price, =askead 
price, or’ last sale*prite of thetsecurities held eins they portfolio ore thesnucuar 
fund. While we make no recommendation on this question, so that flexibility 
will be available for the procedure to be adopted which is most appropriate to 
thevassets held by atparticular®mutual fund, “ateistimportant that a rule be 
adopted and adhered to. To make use of bid prices on one day and asked prices 
ony thes following: day would=result in an artificial increases (orswouldmanc oi 
Cially reduce*a decrease) Sin@N-ALV.PeS. and as vavresule wouldtprovide ashene tas 
to some participants while*operatinge to’ the’ detriment*of others. *50 Vonyeasmene 
same rules are consistently followed and provided that the rules are themselves 


reasonable; no’ such artiticial®benefit or detriment shouldececur. 


Et Os) As the preceding paragraphs indicate, we recognize that a number of 

problems are involved in N.A.V.P.S. computatdonm.,, We have considered 
all these problems, and have concluded that none of them isssufticient to deny 
the validity of the general principles presently applied in suchycomputation—. 
This conclusion is premised on the assumption that the specific recommendations 
made in following sections will be implemented and on the further assumption 
that the organization with responsibility for making the computation will do so 
in good faith and in the best ianterests of all concerned. The latter assumpecom 
is of particular importance because it is impossible to formulate precicemsp cae 
cedures which will adequately resolve all the problems in N.A.V.P.S. computa= 
tion, particularly with respect to valuation. The entire computation procedure 
is an important topic to be considered by the auditor and by the appropriate 


administrator in the reviews proposed in paragraphs 8.65 to 8.76, 


L3el4 For the reasons set out in this section, we recommend: 
(1) that, subject to the recommendations made in following sections, the 
general practice followed in the computation of the value of the por-= 


tion of a mutual fund portfolio represented by a single share or unite 
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(referred to in this paragraph and in the recommendations made in the 
following sections as "N.A.V.P.S.") should continue to be followed. 
Dat practice 1s) totdetermimne the ‘total value of assets in dollars’ *oto 
deduct the total value of liabilities in dollars; and to divide the 


result by the total number of shares or units outstanding; and 


(2) that the inspections contemplated by the recommendations in para- 
graph 8.78 should include reviews of procedures followed in the 
computation “of NIA. V.P.S. “of mutual “funds. 

Variations in the Formula 
POreN- ASViP 2s. Determination 
es. LS The formula for the determination of N.A.V.P.S. set out in paragraph 
13.08 assumes that a single price can be determined at which shares or 
units can be issued and redeemed without unfairness to any party involved. It 
can be contended that such a determination is impossible to make, and that the 
Bamce received by themmutual fund efor @shares! or units aissuedushouldebe higher 
than that paid by it for shares or units redeemed. Two principal arguments 
Eupport ethi's’ contention?) 'The first ts 3based on 'thesfactethat NyAsV IP IS 2 ine= 
Peesents a dollar valuation of “anvinteéréest* ina portfolio of Securities, tand 
that there are brokerage and other costs involved in investing money received 
Boreshares Or Units issued, or in liquidating Securities’ to pay for shares or 
units redeemed. The argument is that these costs should be reflected in a 


spread between sale and redemption prices charged or paid by the mutual fund. 


Pore The second argument supporting different prices for sales and redemp- 
tions is based on the fact that market prices of securities are tradi- 

mona iyvyequoted as) "'bid'!®and “asked" prices; ‘meant 'respectively ‘as the price 

for which a security can be sold and the price at which it can be purchased. 

The latter is, of course, always higher than the former. Determination of the 

walue of a portfolio on the basis of market asked prices may produce a result 

as much as 1% higher than would follow if the same portfolio were valued at 

Garketsbid prices. The difference can be even greater with a portfolio invested 

heavily in securities in which the trading volume is low; with such securities 


the spread, or difference between asked and bid prices, tends to be 
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comparatively large. The argument, then, is that this difference between bid 
and asked prices should be reflected in portfolio valuation so that the amount 
received for shares or units issued will be determined by the asked price of 

portfolio securities, and the amount paid for shares or units redeemed will be 


determined by the bid price of portfolio securities. 


La al? The organizers of a few Canadian mutual funds have accepted the two 
arguments set out above. Two examples are sufficient: In the case of 
Phillips, Hager and North Trust, N.A.V.P.S. is first computed in accordance with 
the three-figure formula described in paragraph 13.08. The resultant figure is 
increased by 1% to determine what should be received for each unit issued, and 
decreased by 1% to determine what should be paid for each unit redeemed. The 
second example, The Incubation Group Limited, is a mutual fund whose investment 
objective is to invest in small companies, referred to in the statement of 
investment objectives -as being anijtheir.oincubatron" sstage. “It istoneno& the 
very few Canadian mutual funds that acts as its own distribution company. The 
prices charged by it on sales of shares and paid by it on redemptions are 
therefore the same as those available to the public. The following quotations 
from its prospectus indicate the manner of computation of sale and redemption 


prices: 


The offering price of the Redeemable Shares is the amount obtained 
by dividing the “total net assets of the Fund valued for offering 
purposes" -y the number of Redeemable Shares and Common Shares 
outstanding at the time of determination. The "total net assets of 
the Fund valued for offering purposes" is the excess of the gross 
assets of the Fund over the gross liabilities of the Fund and for 
this purpose gross assets include securities valued at replacement 
cost (ordinarily based on the last sale price for listed securitzes 
and on last bona fide asking price for securities valued on over- 
the-counter markets) and incorporation, promotion and organization 
costsiand tcostsiofsaslike naturé is tThe offering pricesofithe 
Redeemable Shares (exclusive of any sales commission) cannot be 
less than the par value of the Redeemable Shares. 


* * * 


The redemption price of the Redeemable Shares is the amount ob- 
tained by dividing the "total net assets of the Fund valued for 
redemption purposes" by the number of Redeemable Shares and Common 
Shares outstanding at the time of determination. The "total net 
assets of the Fund valued for redemption purposes" is the excess of 
the gross assets of the Fund over the gross liabilities of the Fund 
and for this purpose gross assets include securities valued at the 
amount that would be realized if sold (ordinarily based on last 
sale price for listed securities and last bona fide bid price for 
securities valued on over-the-counter markets) but no amount for 
incorporation, promotion and organization costs and costs of a like 
nature is included. 
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It is apparent from these quotations that the two prices are meant to reflect 
the arguments in the two preceding paragraphs, although the decision to adopt 
the two-price system may have been influenced as well by the fact that The 


Incubation Group Limited pays a commission on the sale of its shares or units. 


oeae. The arguments supporting a spread between the sale and redemption 
prices charged or paid by mutual funds have been accepted by the Board 
Ot Trade in England, which requires that the offering price for units of unit 
trusts (the English equivalent of mutual funds) be so computed as to reflect the 
foreseeable costs involved in investment of the proceeds of sale, and that the 
redemption price reflect the cost of liquidation of securities to raise money 
for the redemption. The portfolio must be valued beth at market asked and at 
market bid prices, and adjustments made for brokerage costs, taxes, and other 
expenses.* The Securities and Exchange Commission in the United States does 


not impose any similar requirement on mutual funds in that country. 


ere While the arguments in favour of different prices for the issuance and 
redemption of mutual fund shares or units are logical ones, we have 
concluded that this pricing system should not be required for Canadian mutual 
unas se One reason tor this conclusion is- that 1t 1s im fact rarely necessary to 
liquidate securities in order to meet requests for redemption, and often not 
necessary to pay brokerage expenses in order to invest newly received cash. 
This-is supported by the data in Appendix "B", which indicate that in almost all 
periods the proceeds of sales of mutual fund shares or units exceed the amount 
required to pay for redemptions. Mutual funds are thereby enabled to maintain 
mecash float which is almost invariably sufficient to effect payment for shares 
or units redeemed. Large redemptions that might necessitate the liquidation of 
securities would usually be covered by our proposals in paragraphs 13.89 to 
13.100 specifying circumstances in which mutual funds should be permitted to 
deliver portfolio securities rather than cash in satisfaction of requests for 


reaemption. 

eh tae SS SS aps al aE PI a a a ce A i 

* prevention of Fraud (Investments) Act, 1958 (6 & 7 Eliz.2 C.45), S. 17 (1) (C), 
First Schedule, and more specifically, requirements under the First Schedule 
Orethis Act. 
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Ta20 Another objection to the compulsory adoption of a two-price system is 
that it would imply a degree of precision in valuation procedures 
which is Simply notepresent.) WAsinoted in’ paragraph 14.17, practice wares pbe- 
tween) mutual undssas’ toiwhetherbids) asked, om lasts sale priceismthe dappro- 
priate.valuation for! publiclystradedvsecuritics yekegardless jot, whicheisssea 
lected, there cannot be certainty that a sale or purchase in excess of a single 
board lot could be effected at that price. Given the lack of precision in 
valuation, Which results fromethys fact. it would besunrealistic to-requires: ia. 


a minor adjustment in price be made to reflect brokerage costs. 


US c Another relevant fact is that any unfairness which results from use of 
a single N.A.V.P.S. for assuance and redemption would .be of benetit 
principally to the short-term speculator. “An; investor who holds +his) mutual 
fund ‘shares: or units over a long) term jwill almost) certainly meither beneftitimon 
suffer -as .a resultvofithe singlesprice system: tihemmayineceive ea theoreticad 
advantage at the time of purchase and again at the time of redemption, but 
this will be minimized or eliminated by purchases and redemptions werrectedapy 
others during the intervening speriodas [he short-term holder song cuesonued: 
hand, receives the same advantage at the time of purchase and of redemption, and 
does not suffer to the same extent as the long-term holder from intervening 
purchases and redemptions. As stated in paragraph 13.05, we regard the mutual 
fund as an inappropriate vehicle for short-term investments, and in this chapter 
we make a number of suggestions designed to discourage short-term investors. 
Implementation of those suggestions would result in a substantial decrease in 
the number of purchasers who derive a material benefit from the single price 


system. 


Sree Our conclusion that two-price systems for the issuance and redemption 
of shares or units by mutual funds should not be required is not in- 
tended to imply that they should be prohibited. ‘Organizers of a mutual fund; 
particularly one which is to carry on a distinctive type of investment activity 
with high initial costs, may well wish to establish a two-price system; The 
Incubation Group Limited; referred tosin pardsraph lj el). sea) DO0Gse amie 


We have, however, concluded that the only adequate justifications for a two- 
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price system are the two arguments set out in paragraphs 13.15 and 13.16, being 
the brokerage and other costs required to effect or to liquidate investments 
and the spread between bid and asked prices in the quotations of portfolio 
securities. Accordingly, any two-price system should be so designed as to re- 
pect one or Doth of ‘these factors, and the appropriate administrator should be 
given authority to reject any proposed two-price system that would result in a 


peice dinferentialenot ej ustitieduby .thésé tfactors: 


Ms The conclusion expressed in the preceding paragraph assumes that the 
amount paid for shares or units purchased will be applied for the 
benefit of the mutual fund, and we regard this assumption as one which the pur- 
chaser is justified in making. In addition, it is desirable to encourage uni- 
formity in procedures followed on the purchase and redemption of shares or 
units. For these reasons, we concluded that a mutual fund should be prohibited 
from the payment of any commission on the sale of its own shares or units; the 
commission or sales charge should take the form of an amount, disclosed as such, 
which is paid by the purchaser in excess of the amount received by the mutual 
fund. Another argument in favour of this conclusion is that tc permit payment 
by the mutual fund of such commissions would require all the shareholders or 
unitholders to contribute to the commission payable for each new share or 
fat.) lf-a mutual@ fund with total net assets of $10,000 and 100 shares or units 
outstanding sells an additional share or unit for $100 and pays a $9 commission, 
she purchaser of the new share or unit will bear only 1/101 of the commission 
payment, or less than 9¢, while he would ordinarily be required to pay the full 
$9.00. We do not criticize the few Canadian mutual funds which presently en- 
gage in this practice, but we have concluded that they should be required to 


cease ‘doing ‘so. 


Dre 24 As indicated in the introductory portion of this chapter, we are con- 
cerned here primarily with the amount received or paid by the mutual 
fund for shares or. units issued or redeemed by it. The importance of the dis- 
tinction between charges or fees received by the mutual fund and those received 
by the distribution company is obvious. The former do, and the latter do not, 


benefit mutual fund participants. We have reviewed a few prospectuses from 
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which it is impossible to determine whether certain payments, particularly for 
redemption fees, are made to the mutual fund or to the distribution company. We 


think it important that fthis idisclosuresbescleanly imadée fingaligcasesn 
Loe2o For the reasons set out in this section, we recommend: 


(1) ‘that mutual funds ‘shouldsnot-be required; but should be permitted; sta 
charge a price for shares or units issued which differs from that 
simultaneously inweffect for sharesvor unitstredeemed; Wiprovidedc! chase 
the difference between the two prices should not exceed what is justi- 
fied by one or both of the following factors: 

(a) the brokerage and other costs involved in the investment of money 
received on thevsale of shares or units and the Liquidationsor 
investments to pay for the redemption of shares or units; and 

(b) the difference between N.A.V.P.S. computed on the basis of bid 
prices of portfolio securities, and that computed on the basisece 


asked prices; 


(2) that mutual funds should not be permitted to pay any commission on the 


sale of their shares or units; and 


(3) that mutual fund prospectuses should clearly indicate whether sales 
charges, redemption fees and similar payments enure to the benefit of 


the mutual fund and, if not, to whose benefit they do enure. 


Valuation of Mutual Fund.Assets 
ES ..20 Of the three figures which must be determined in order to compute 
N.A.V.P.sS., the value of ‘the assets of the mutual fund presents the 
most difficult problems. This is because, for a number of reasons discussed in 
this section, an exact expression in dollars of the value of an interest in a 
portfolio of investments can only be arrived at on the basis of certain 
assumptions. The most important assumption, alluded to in paragraph 13.11, is 
that the mutual fund can be treated as a continuing operation for purposes of 
valuation. The value sought is not what wouid be realized on a liquidation; 
nor is 1t the’ cost of duplicating the portfolios” rather. 1teis asreasanibes 


price on the basis of which shares or units can be sold or redeemed assuming 
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that the mutual fund will not experience a major increase or decrease in total 
net assets through sales or redemptions effected at that price. If this assump- 
tion could not be made, extensive revisions would be required in currently pre- 
vailing valuation practices, and it might well be necessary to abandon the use 


of a single N.A.V.P.S. for purchases and redemptions. 


on 2) We reproduce in a footnote an extract from the prospectus of an incor- 
porated mutual fund which sets out the valuation rules adhered to in 
mie computation of N-A.V.P.S. for that, mutual <fund.* Ens souotatloneds -repre- 


sentative of prevailing practice in the Canadian mutual fund industry, although 


3 The assets of the Company shall be deemed to include (a) all cash on hand or 
on deposit, including any interest accrued thereon, (b) all bills and demand 
notes and accounts receivable, (c) all bonds, time notes, shares, subscrip- 
tion rights and other securities owned or contracted for by the Company, 

(d) all shares and cash dividends and cash distributions to be received by 
the Company and not yet received by it when the asset value is being deter- 
mined as of the record date (or the ex-dividend date if different from the 
record date) or a date subsequent thereto, (e) all interest accrued on any 
interest-bearing securities owned by the Company (except interest accrued on 
securities in default which is included in the quoted price) and (f) all 
other property of every kind and nature including prepaid expenses; the 
value of such assets to be determined as follows: 


I The value of any cash on hand or on deposit, bills and demand notes 
and accounts receivable, prepaid expenses, cash dividends and interest 
declared or accrued as aforesaid and not yet received shall be deemed 
to be the full amount thereof unless the board of directors shall have 
determined that any such deposit, bill, demand note or account re- 
ceivable is not worth the full amount thereof, in which event the va- 
lue thereof shall be deemed to be such value as the board of directors 
shall deem to be the reasonable value thereof; 


II The value of any bond, time note, share, subscription right or other 
security which is listed or dealt in upon a recognized stock exchange 
shall be determined by taking the latest available sale price (or 
lacking any sales or any record thereof a price not higher than the 
latest available asked price and not lower than the latest available 
bid price therefor as the board of directors may from time to time 
determine) on the day as of which the asset value is being determined 
or, if such recognized stock exchange is not open on that day, then on 
the most recent day on which such recognized stock exchange was open, 
all as reported by any means in common use; the value of interlisted 
securities shall be computed in accordance with directions laid down 
from time to time by resolution of the board of directors, provided, 
however, that securities listed on The Toronto Stock Exchange shall be 
valued at prices on that Exchange and provided further that the board 
of directors may by a resolution permit over-the-counter rather than 
stock exchange quotations to be used when they appear to the board of 
directors to reflect more closely the fair value of any particular 
Securutyainethe pMontfokio sand Ppnovided further that if, «in ethe .opin- 
ion of the directors, stock exchange or over-the-counter quotations do 
not properly reflect the prices which would be received by the Company 
upon the disposal of shares or securities necessary to effect any re- 
demption or redemptions, the board of directors may by resolution 
place such value upon such shares or securities as appears to the 
board to most closely reflect the fair value of such shares or securi- 
Clee, 
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there are many differences of detail among mutual funds. It will be noted that 
the rules contained in the quotation rely praincipatbly, on price quotations es- 
tablished by market trading, where such quotations are available, but that the 
board of directors has discretion’ whether to accept these price ‘quotations! the 
board of directors is also given wide discretion in cases where price quotations 


established by market trading are not available. 


LS 828 We recognize that it is important for the person or organization res- 
ponsible for ‘the valuation, whether ‘1t ‘be the board fof directorsorm aie 
management company, to have discretionary authority in order to deal with un- 
usual 'problens. On the other hand, “itis? of even greater amportance t1om thie 
rules ‘which dare “applied in the usuallcase: to /be “articulated. © ihenprowisirons 
contained in the footnote to the preceding paragraph provide a good example of 
rules désignéed to deal with the usual case, the valuation of securities tion 
which price quotations established by market trading arereadily available. 
They specify that ‘such price|‘quotations will tbe used inthe ordinary caseenue 
subject to an overriding discretion in those responsible for the valuaeionsed 


enable them to deal with unusual problems. 


1 3tee Thé rules settout linithes.feotnote4to pdray raph 215192 eames 

Opinion, /not-as "satisfactory with respect.sto unvestments Homimhuen 
market quotations are unavailable. In particular, undue reliance is placed on 
discretionary decisions in category IV, investments for which there is no price 
quotation established by market trading or otherwise. In paragraphs 13.40 to 
13.43 we make "proposals *desisned to’ nésultivin ereater precisi0miiw tierstace— 
ments of «rules *for valuation of thisetype of Vinivestment: 

PIE The value of any bond, time note, share, subscription right or other 
security which is not listed or dealt in on a recognized stock ex- 
change shall be determined on the basis of such price quotations as 
the board of directors determines best reflects its fair value; 
and 

iV In the case of any bond, time note, share, subscription right, other 
security or other property for which no price quotations are available 
as above provided, the fair value thereof shall be determined from time 


to time in such manner as the board of directors from time to time by 
a resolution provides; 
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1. 50 The reliance on price quotations established by trading in the public 
markets which is exemplified by the provision in the footnote to para- 
graph 13.27 is representative of the general principles in the computation of 
N.A.V.P.S. of which we indicate our acceptance in paragraph 13.13. No other 
method is available to provide precise valuations of securities on a basis 
equally fair for all concerned. It cannot, however, be said that market values 
provide a perfect solution to problems of valuation. Particularly in view of 
the importance of valuation procedures to the mutual fund industry, it is de- 
sirable to review and to assess the significance of the difficulties in the use 


of market price quotations. 


BS. L The principal problems with the use of market prices arise from the 
fact that the securities markets do not, and cannot, provide perfect 
liquidity at quoted prices. Technically, a bid price means only that, at the 
time the price was established, at least one board lot of the security could be 
Eoikieat) thatepnace, sacl nipnactice mt tisiusuallyvot greater Signi hrcance, parti- 
cularly as the stock exchanges improve their procedures to prevent rapid fluc- 
tuations in prices of securities. In most cases it is reasonable to assume that 
ferelatively substantial block of securities can be sold at or near the bid 
price. Only rarely would a mutual fund be able to sell its entire holding in a 
Becurity at) that’ price; “this does not prevent the use of the price for valua- 
tion purposes since it is not necessary to compute N.A.V.P.S. as a liquidation 


fioure. 


Po coe While perfect liquidity of the market is not a necessary precondition 
tomreliiance “om iit “for purposes) of valuation ;»in ‘some cases the market 
mea particular security is’so illiquid that the quoted prices have dittle or 
no real meaning. This is particularly true in Canada, where the "thinness" of 
the securities market is sometimes a serious problem. The difficulties in 
valuation of securities under these circumstances are accentuated when the 
mutual fund concerned has a substantial holding in the securities being valued. 
Not only does the size of the holding make the application of market price to 


determine its total value less realistic, but the holding can artificially 


L69 


increase the market price through a reduction in the available supply of 


securities to satisfy demand. 


boos The problems involved in the valuation of securities in which the 
public trading market lacks adequate liquidity have become increasingly 
important with the growth in size of the mutual fund industry and with the 
growth in emphasis on performance in the sense of rate of return, “the former 
means that more money is available for investment, and therefore that positions 
in individual issues have tended to become larger. The latter has resulted in 
greater emphasis on securities issued by comparatively small companies with high 
growth potential, particularly those which capitalize on technological innova- 
tion. Such companies, which were often ignored by institutional investors 
until the advent of the emphasis on performance, have made a substantial con- 
tribution to the high rates of return produced by a number of mutual funds. The 
difficulty is that the public trading market in securities of many of themypree 


sents in an acute form the problems discussed in preceding paragraphs. 


13.04 An important example of the emphasis on securities of smaller companies 
has been participation by mutual funds in private placements of such 
securities, These are distributions of securities that would ordinarily be 
regarded aS primary distributions requiring the filing of prospectuses, eeur 
which are exempted from the prospectus requirements by special “provisions com] 
monly referred to as the private placement exemptions. Mutual funds. have long 
participated in private placements made by established companies selling further 
issues of their securities. (Their morerecent "tendency. to participate ineper. 
vate placements of small companies without established records has been a source 
of concern to regulatory authorities.» This as particularly jtrue sincemthers eis 
at which such purchases are effected is frequently below the prevailing market 
price in previously issued securities of the same class. The practice in 
Canada is to value the newly purchased securities at current market value for 
purposes of ‘N.AJV PSS. determination; (so thatwin cases where sthetprice para 


is less ‘than market price ’an <instantaneous) profitiresults. 


470 


ps7 55 It is usually a condition of private placements that the purchasers 
acquire the securities for investment and not for resale. While it 
may be that this is not invariably a requirement of law, in an increasing per- 
centage of private placements the purchasers supply the vendor with "investment 
wetters'' Jattesting to ‘thevsatisfaction of this condition. “The ‘content of these 
letters isdiscussed in paragraph *12.26, where we note ‘that the term "letter 
stock" is frequently used for the securities with respect to which such letters 
are given. In the United States similar letters are given in the same circum- 
stances and their significance has become comparatively clear through regulation 
and practice. It is clear in that country that the disposability of letter 
stock is severely restricted. Partly because the consequences of investment 
letters are comparatively clear and partly as a result of suggestions made by 
the Securities and Exchange Commission, letter stock is usually valued at less 
than the prevailing market price; one rule frequently applied is that until 
the effect of the investment letter has terminated, the letter stock should be 
valued at the same discount from current market price that its purchase price 


represented at the time of purchase. 


ioy 0 In paragraph 12.27 we distinguish between investment letters which 
merely attest that the purchase is for investment, and those which pro- 
hibit resale without consent of the original seller. We conclude that purchases 
Of securities subject to the latter type of investment letter should be pro- 
hibited for mutual funds. In spite of recent steps by Canadian regulatory 
authorities towards the enunciation of more precise rules to govern private 
placements, the effect of the former type of an investment letter in Canada re- 
mains unclear at the time of writing. It is clear that the investment restric- 
Pion constitutes a restriction on transferability, but the extent of that res- 
triction has not been defined. Our impression is that many purchasers give 


little weight to the representations contained in investment letters. 


ss 7 We do not think the present uncertainty in the law relating to letter 
stock will long continue; the effect of investment representations 
will be given increasing attention in coming years, and Canadian law and prac- 


tice will eventually determine the legal relevance of an investment letter. 
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Because that determination has not been finally made, we do not propose that the 
valuation of securities purchased in private placements should be required to be 
made .on.a, basis «different from 4thateused for pothernjsecuritiess) As fsocneas athe 
determination is made, appropriate changes should be made in the methods of 
valuation ofssecurities whichsare, subject to. snvyestment elettersninsorder ta 
reflect the resultant restrictions on their transferability. The method used 

in the United States and described in paragraph 13.35 may be appropriate for 


this purpose: 


13.38 The conclusion that until the law concerning the consequences of in- 
vestment letters becomes clear, it should be permissible to value 
letter stock in the same way as other securities of the same class, leaves jopen 
the general question whether special provisions should be made for the valuation 
of securities in which the trading market is limited. While such provisions 
might be desirable, we have been unable to evolve an alternative rule or pro- 
cedure. which would result. inyaimore accurate sndication of value weeluerecrerce 
while discretion should be retained so that the organization which makes the 
valuation can effect appropriate adjustments in special cases, we have concluded 


that therpractice (of prelying tonwarket price jshouldynot be restuicted: 


13.159 Our acceptance of the prevailing practice in valuation of publicly 
traded securities does not represent a conclusion that sthis practice 
should be embodied in regulations. Provided that consistency is maintained in 
the procedures followed for the computation of N.A.V.P.S. of a mutual fund, we 
think that variations: in those procedures may be beneficial, s)lt e1secleamecias 
the existing valuation systems are not completely satisfactory, and to perpe- 
tuate them by regulation might prevent desirableminnovations .sainstead. acne 
appropriate administrator should review the rules adopted by mutual funds in 


order to verify that they are reasonable, and are consistently applied. 


13.40 Different problems arise with the valuation of investments which are 
not publicly traded or for which a valuation cannot readily be estab- 

lished in other ways. Such investments would fall within the definition of 

illiquid investments proposed in paragraphs 12.14 to 12.28, and the importance 


of valuation techniques used for them would be accentuated by implementation of 
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the recommendations in Chapter XII under which both conventional and non-conven- 
tional funds would be permitted to invest significant portions of their assets 
in illiquid investments. Most sets of valuation rules used by Canadian mutual 
funds contain provisions for illiquid investments substantially similar to those 
an category IV in the footnote to paragraph 13.27. We have concluded that more 
detailed provisions are desirable. The investment objectives of a mutual fund 
should include a statement of the types of illiquid investments to be acquired 


Py it, Sand the valuation rules "should prescribe how “each type is’ tobe valued. 


13.41 The appropriate administrator in his review of valuation rules will be 
expecctea to consider the rules applicable to iiliquidsinvestments. 
This will be an important activity for administrators, and one in which they 
have not previously been engaged to the same extent. It would be desirable for 
arrangements to be made whereby they may call on professional valuators for ad- 


vice on the adequacy of proposed valuation techniques. 


Po. 42 In the valuation of illiquid investments, as of publicly traded seéecuri- 
ties, dvscretion shouldpbe teserved for the organization responsible 
Poretie valuation to deviate from the prescribed rules in unusual cases. This 
can be an important discretion, and we have concluded that the appropriate 
mmintstractor shoulda be'’able=to verity that it is properly exercised. "For this 
purpose, the organization which performs the valuation should retain a written 
record of each case in which it has deviated from the rules prescribed in its 
prospectus or other relevant document for the valuation of investments. This 
record should be available for inspection by the mutual fund auditor or the 


appropriate administrator at any time. 


13.43 The conclusions reached in preceding paragraphs would allow for con- 
siderable flexibility in the ‘formulation-of rules ‘to be followed in the 
meiuation of mutual “fund investments. “Such flexibility is desirable, but we 
have concluded that circumstances could arise in which the application of uni- 
form rules on an industry-wide basis would be even more desirable. The relevant 
legislation should therefore reserve authority for the passage by regulation of 
rules concerning the valuation of mutual fund investments for purposes of the 


computation of N.A.V.P.S. 
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13.44 


Ce) 


(2) 


(3) 


(a) 


(5) 


(6) 


For the reasons set out in this section, we recommend: 


that, as soon as the effect under relevant legislation in) Canada orean 
investment letter or investment representation given by the purchaser 
of securities in a private placement has become clear, appropriate 
adjustments should be made in the methods used to value such securities 


to Compute tN. As Vich sae 


that the jrules to,.be.applved in the valuatronfeinvestments Giea 
mutual fund should not, at least initially, be fixed by regulation, bus 
that such rules should be formulated by each mutual fund organization 
and should contain precise provisions applicable to the usual case, 
subject to an overriding discretion in those responsible forsctne 


valuation to enable them to deal with the unusual case; 


that the investment objectives of a mutual fund should include a state- 
ment of the types of illiquid investments which it may purchase, and 
the rules referred to in recommendation (2) should indicate how each 


such type is to be valuea, 


that the appropriate administrator should review the rules as to 
valuation to be followed by a mutual fund sin order to verify thei; 
adequacy and fairness; arrangements should be made to permit the ad- 
ministrator. to call on professional, valuators for advice concerning 


rules of the type proposed in recommendation (3); 


that each organization responsible for making valuations should main- 
tain a written record of the instancés in which at exercisesea tome 
cretionary authority to deviate from the prescribed valuation rules, 

and such record should be available for inspection by the mutual fund 


auditor or the appropriate administrator at any time; and 


that the relevant legislation should provide for the passage by regu- 


lation of generally applicable valuation requirements. 
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Transactions to be Reflected 
in Computation of N.A,V.P.S, ees 


13.45 The discussion of valuation procedures in the preceding section in- 
cludes a number of references to the fact that the mutual fund is a 
continuing operation, and should be treated as such in the computation of 
N.A.V.P.S. That fact avoids difficulties which might otherwise arise in the 
valuation of investments, but it involves other difficulties both with the 
value of the portfolio and with the other two figures necessary for N.A.V.P.S. 
computation, total liabilities and total number of shares or units outstanding. 
The fact that a mutual fund is continuously engaged in the issuance and redemp- 
tion of shares or units, and in the purchase and sale of portfolio securities, 
makes it necessary to decide what transactions should be taken into account in 


the determination of N.A.V.P.S. at a particular time. 


13.46 It is apparent that even the most sophisticated procedures will not 
permit an instantaneous determination of N.A.V.P.S. which will reflect 
all transactions up to a particular time. Information as to shares or units 
purchased, or as to the price at which securities have been purchased or sold 
for the portfolio of the mutual fund, immediately prior to the determination 
will often be unavailable. A decision as to the transactions to be reflected 
in the determination involves an assessment of the relative importance of pre- 
cision of determination and speed of publication of the N.A.V.P.S. figure. If 
precision is given greater emphasis, publication of the NjAGv. Pas. BEreure -com- 
puted as at a particular time should be postponed until full information is 
available concerning all transactions effected prior to that time. If Cyeteresh Cope 
publication is given greater emphasis, it would be necessary to compute 
N.A.V.P.S. without such complete information. Each of these objectives is 


important, and they must be reconciled in the procedures adopted. 


13.47 Transactions which might affect N.A.V.P.S. can be divided for analyti- 
cal purposes into portfolio transactions, consisting of purchases and 
sales of investments by the mutual fund, and capital transactions, consisting 
of issues and redemptions of mutual fund shares or units. These two types of 
transactions are, of course, closely connected; capital transactions can in- 


crease or decrease available cash, thereby necessitating portfolio transactions 
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to adjust the cash reserve. It is apparent that both types of transactions can 
affect N.A.V.POS., but 10 as important, tomnote sthat  tievei tec awoUuldmrarelyaie 


instantaneous. 


13.48 Portfoliovtransactions result sin the sexchange of investments forucash; 
orsof cash forfsinyestments; with tearetexcentaons, gsuch sas ethemnute 
chase of securities in private placements at less than their prevailing market 
price; the cash involvedtwill equal the walue.of the vinvestmentsagmN a4oV oP os 
will therefore not ordinarily be materially affected by a portfolio transactiom: 
be 4itea purchase cor -a sale; juntil jagchangevoccurs in the ivalme of gthesinvyesa- 
ment concerned. Ifthe cash and the investment tremain »of sequal walue; (1t iwi it 
make no difference which is shown as part of the mutual fund portfolio for 
valuation purposes. Exactlyvthe samesis strue of capital etrmansacti0ns smear neo 
Or Units are issued or redeemedsat NAL VP. >. , ancdetheretOnessUbpsocaucene 
N.A.V.P.S.. computations, will not, be atfected by the assuance or wedempeionead 
long as the other elements of the computation remain unchanged. A mutual fund 
with total net assets of $10,000 and 100 shares outstanding which issues ten 
additional shares for $1,000 will continue to have an N.A.V.P.S. of $100 whether 
it is computed as $10,000 divided by 100 or $11,000 divided by 110, but the 
two methods of computation will produce different results as soon as a change 


occurs in the value of the assets which make up the $10,000. 


13.49 While, the fact that neithéreportfolio transactuons norgecapltaletranas 
actions ordinarily thavesanvimmediate leffecteon NsAaViPeSe Ls Jimportaas 
in a decision on the extent to which recent transactions may be omitted from 
N.A.V.P.S. computation, it is obviously desirable to attain the maximum pre- 
cisionsof scomputation whichis reasonably practicablesj slt srs helpiuljinga 
consideration of this question to review the practical difficulties in obtaining 
current information on transactions, and the manner in which those difficulties 
ordinarily affect N.A.V.P.S. computation. This can conveniently be done through 


separate discussion of portfolio, transactions and capieal transactions. 


13490 A trade for the portfolio of a mutual fund is ordinarily effected pure 
suant to instructions telephoned by the investment manager to a broker. 


Almost invariably, the broker will telephone the investment manager following 
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completion of the transaction to furnish details of the security purchased and 
its price. On the same day the broker mails a formal confirmation of the trans- 
action which is usually, but not always, received the next day. Procedures 
followed on its receipt differ between organizations. In many, it is checked by 
the investment manager and a copy initialled and sent to the custodian of the 
securities of the mutual fund. The custodian, who might not receive the con- 
firmation for several days after execution of the transaction to which it re- 
lates, takes the steps necessary to implement the transaction, paying cash and 
receiving securities on a purchase and the reverse on a sale. This procedure, 
which would be consistent with the custodial procedures recommended in 

Chapter VIII, is workable because of the prevailing rule that settlement of 
securities transactions need not occur until the third trading day following 
their execution. It is apparent from this description that it would be diffi- 
cult to maintain a continuously current record of portfolio transactions for 
N.A.V.P.S. computation. While some mutual funds rely on the telephoned con- 
firmation from the broker for the necessary information, even they do not re- 
flect most portfolio transactions in N.A.V.P.S. computations until the day 

after the transaction. Organizations which prefer to await the written confir- 


lation experience even greater delays. 


oso L The difficulties described in the preceding paragraph are particularly 
serious in the case of mutual funds whose N.A.V.P.S. is computed daily. 
In these cases, the organizations concerned endeavour to compute N.A.V.P.S. on 
the basis of closing market quotations and yet to have the resultant figure 
available for publication in the evening newspapers. Only a few organizations, 
most of them small, reflect portfolio transactions effected during a particular 
Gay in that day's N.A.V.P.S. computation. A variety of procedures are followed 
in other cases. With at least one mutual fund, the portfolio is valued daily 
but the securities which are valued are those which made up the portfolio at the 
end of the preceding week, no matter how many trades have since eccurred, =lne 
valuation made is, then, of the portfolio as it was constituted as much as a 
week prior to the date of determination. On the other hand, several of the 
larger mutual funds have procedures designed to enable all portfolie trans- 


actions to be reflected on the day following execution, and on the day of 
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execution if a substantial change in price occurs during that day. The prac- 
tices followed in the determination of N.A.V.P.S. of other mutual funds for 

which N.A.V.P.S. is computed on a daily basis fall between these two extremes, 
with delays in recording transactions usually being less than a week but mpre 


than a day. 


gs Ao Under existing practices the elapsed time before a capital transaction 
is reflected "in N.AL. Virsa. Computation Tse anesonercases, Ploncemcian 
the corresponding period for aportfolio ‘transaction. Pf, for example waneneas 
is transmitted through an agent in the field, it can easily ‘take severalwdayseuto 
reach the central office of the mutual fund organization. Few organizations 
responsible for valuation of Canadian mutual funds have a specific rule as to 
the maximum time that may elapse between the date of a capital transaction and 
the date upon which 1t “1s veflected in N-A.V.P7S5 Gomputatroms® In some Casecmes 
is assumed that the sale or redemption does not in fact occur until the relevant 
information is entered on the books of the central toffice;jand in these caseameer 
could be contended that there is in fact no delay "in reflecting the transac. sans 
in N.A.V.P.S. computation. - Whatever ithe legal position “as to the itimeroprgcums= 
rence of the transaction it is clear that a delay of several days is not un- 
common between the placing of an order and the date when it is first ‘taken@ines 
account in the computation ;of totalvassetis 5) liabilities toy sthe numbengot share 


or units outstanding. 


1S ge) In “the formulation “of “rules "to govern ithe procedures “discusseamim 
preceding’ paragraphs, «certain conclusions reached in the next secre 
should be taken into account.” 'We there propose that no sorderstorsthespurenace 
or redemption of mutual fund shares or units should be completed except at an 
N.A.V.P.'S. determined as at.a@ timevaiter receipt of ithe 1order.) [hismprapocas 
is relevant to the present discussion because its implementation would to some 
extent reduce the importance of prompt’ publication GEINVALVOP TS. sbigures sae 
sales or redemptions are implemented at previously announced prices, a practice 
we refer to as “backward pricing", it is of great importance to effect prompt 
computation and publication of N.A.V.P.S. in order to reduce abuses of the type 


discussed in the next section. The same urgency is not present if the salemece 
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redemption is effected at a price determined as at a subsequent time, referred 


fo as |'forward pricing’. 


235.54 In spite of the considerations set out in the preceding paragraph, we 
recognize that mutual fund distribution companies would wish to arrange 
prompt computation and publication of N.A.V.P.S. figures whether the prevailing 
pricing system was backward pricing or forward pricing. This consaderationris 
reflected in the proposals made below, which are designed to provide maximum 
flexibility consistent with adequate investor protection. We have concluded 
that the amount of permissible delay between the occurrence of a transaction and 
its reflection in N.A.V.P.S. computation is a topic concerning which regulations 
are necessary, for N.A.V.P.S. is of great importance in the mutual fund industry 


and if it is inaccurate unfairness will result. 


>...) 0 We have concluded that each portfolio transaction should be required 

to be reflected in the computation of N.A.V.P.S. not later than the 
first such computation made after the date on which the transaction occurs; for 
this purpose, a transaction would be considered to occur on the date that it 
becomes binding, rather than the subsequent date of payment and delivery. 
Transactions effected on Monday for the portfolio of a mutual fund the 
N.A.V.P.S. of which was computed daily would be required to be reflected in the 
Tuesday computation. It would be necessary for the organizations concerned to 
institute procedures which would enable the relevant information on all port- 
folio transactions to be available sufficiently quickly for Chis rule toroescon— 
plied with, or alternatively to decide not to compute the N.A.V.P.S. as ata 
certain time until the necessary information became available. This might mean, 


for example, that the Tuesday price would not be computed until Wednesday. 


ic 0 With respect to capital transactions, it is important that under our 
proposed forward pricing rule a sale or redemption of shares or units 
could not be immediately reflected in N.A.V.P.S. computation. It would be 
necessary to determine the price at which an order is implemented on the basis 
of a N.A.V.P.S. computation made as at a time subsequent to the order. This 
would mean that a capital transaction could not be reflected in N.A.V.P.S. 


computation until the first computation after the one which establishes the 
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price at which the order is implemented. We have concluded that such immediate 
reflection of a capital transaction in N.A.V.P.S. computation is not necessary, 


at least not for a mutual fund the N.A.V.P.S. of which is determined daily. Our 


suggested rule is that a capital transaction should be required to be reflected 


in N.A.V.P.S. computations made more than twenty-four hours after the time as at 


which the N.A.V.P.S. used to implement the transaction is computed. This rule 
would, in most cases where daily computations are used, permit the omission of 
a transaction from one N.A.V.P.S. computation in which it theoretically could be 
reflected. The same, would, under the rule proposed in the preceding paragraph, 


ordinarily be true of portfolio transactions. 


LSS The two rules proposed in the preceding paragraphs should be sufficient 
to ensure that any transaction likely to affect’ N.A.V.P.S.) is reflected 
in its computation, except in unusual cases. An additional rule is appropriate 
to deal with the unusual cases. Where transactions known at the time of an 
N.A.V.P.S. computation would change the resultant figure by as much as a cent, 
and this fact is known or ought reasonably to be known to the persons respon- 
Sible for the valuation, an appropriate adjustment should be required to be 
made in the resultant figure. Such a rule would be particularly valuable with 
respect to recently purchased or sold securities which experience a very rapid 
change in market price, and in cases such as those referred to in paragraph 
13.34 where securities are purchased or sold at prices different from those 


applied in portfolio valuation. 
PA5ue For the reasons set out in this section, we recommend: 


(1) that for purposes of the following recommendations, the term "portfolio 
transactions" should mean transactions of purchase or sale of invest- 
ments effected by a mutual fund, and the term "capital transactions" 
should mean issues and redemptions by a mutual fund of its shares or 


units: 


(2) that a portfolio transaction should be reflected in the computation of 
N.A.V.P.S. not later than the first such computation made after the 


date on which the transaction becomes binding; 
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(3) that a capital transaction should be reflected in computations of 
N.A.V.P.S. made more than twenty-four hours after the time as at which 


the N.A.V.P.S. applied to implement the transaction is computed; and 


(4) that, where transactions known at the time of an N.A.V.P.S. computation 
would change the resultant N.A.V.P.S. by as much as a cent, and this 
fact is known or ought reasonably to be known to the responsible or- 
ganization, an appropriate adjustment should be made in the resultant 
figure notwithstanding recommendations Gy nand a(S). 


Relationship Between the Time of a Transaction 
and the Time of Computation of N,A.V.P.S. 


res) Except in the theoretical case of a mutual fund with a portfolio which 
consists entirely of cash bearing no interest, the N.A.V.P.S. of a 
mutual fund fluctuates constantly with the value of and with the interest, 
dividends and other receipts earned by investments in its portfolio. In the 
preceding section we discuss the problems whieh ¥arise ifrom ithe: factcthatinot 
all transactions which might affect N.A.V.P.S. can be instantaneously reflected 
in its computation. It is equally true that N.A.V.P.S. cannot be instanta- 
neously computed for every sale and every redemption ofisharesr ormunits ayy et 
such instantaneous computation would be the only way to be certain cha taeeire 
amount received or paid by the mutual fund for the shares or units soldromimres 
deemed exactly reflected N.A.V.P.S. at the time of each transaction. Because 
of the impossibility of attaining this degree of certainty, some compromise 
procedure must be followed which will be fair to a lietconcernedfandy 6tiawiill sbe 
workable in practice. Two questions must be resolved in the formulation of this 
compromise procedure. The first is whether the price at which a particular 
transaction is effected should be determined by reference to N.A.V.P.S. computed 
prior to the transaction ("backward pricing") or subsequent to the transaction 
("forward pricing"). The second question to be resolved is with what degree of 


frequency N.A.V.P.S. should be determined. 


i. 60 Until shortly prior to the time of writing, the prevalent practice of 
the majority of Canadian mutual funds, including almost all mutual 


funds the shares or units of which were sold subject to a basic sales charge 
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rate of 8.0% or more, was backward pricing. While details varied, the usual 
procedure followed by these mutual funds was for N.A.V.P.S. calculated at the 
close of the stock market on a particular day (i.e. calculated as of 3.30 p.m. 
and announced to the press by 4.30 p.m.) to be effective all of the following 
day and until 10.30 a.m. the next day. This meant, that. on Tuesday, evening wana 
until 10.30 on Wednesday morning two prices were known - the Monday closing 
price and the Tuesday closing) price;. and) a purchaserscouldyselect the Seats 
which his transaction would be effected. We are also aware of a number of cages 
in which, by special arrangement with a broker or independent sales force, a 
distribution company agreed to satisfy, at the N.A.V.P.S. computed on a parti- 


cular day; all purchase orders received tor up tova week thereatter. 


13,02 On June 4, 1969 the Canadian Mutual Funds Association, at the insti- 
gation of the Ontario Securities Commission, adopted an amendment to 
its regulations ‘to provide for icunrent: pricang;) gum wtsrBulletiniotaMayceons 
the Ontario Securities Commission reouired that other mutual funds in their 
next’ prospectus’ ‘adoptuei thermthatr rifling or st hemssb.: Geil eg. 2Gs1 
described) in paragraph) 13.66.) TheiC.M. FE. As Tuleirequires #'cunrent! emacs 
which is backward pricing although each price becomes effective on deter- 
mination; there is) no’ period during which two prices) are known. )2hismrute 
reduces ‘the potential abuses sof ‘theyprevious practice, fox ithe purchascreawine 
wishes to profit from the pricing procedure must estimate what price change: has 
occurred since the preceding price. If the Monday N.A.V.P.S. is $9.70 and the 
stock market rises on Tuesday, a purchase’ may be “effected prior to ithe sclgse 
of the market on Tuesday, at the $9.70 N.A.V.P.S., on the assumption that the 


Tuesday: N.ASV PP. S:.. will be: hagher: 


130.2 The prevailing pricing procedure on medemptions difters from sthatean 
sales. In most cases, the price paid for shares) or units redeemeumss 
the N.A.V.P.S. computed either on the day of receipt of the order or on the 
following day; this procedure is confirmed by the C.M.F.A. rule referred to in 
the preceding paragraph. This means that until the C.M.F.A. rule becomes fully 
effective, which may not occur for some time after its introduction, backward 


pricing is the prevalent practice on sales, and forward pricing on redemptions. 
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In spite of the lack of availability of backward pricing on redemptions, these 
procedures leave open the possibility of abuse. In the situations described in 
the preceding paragraphs, the purchaser can affect a purchase at a price lower 
than the current N.A.V.P.S.; the effect of the new rule is to force him to 
estimate the current N.A.V.P.S., instead of having it computed for him, and also 
eo yvreduce the time for which each price remains in effect. Under either pro- 
cedure, the purchaser can immediately redeem the shares or units purchased, and 
miereby obtain an instant profit, subject only to the possibility that the 
closing price computed on the day of redemption might be less than the purchase 
merce.) ouch a transaction constitutes an abuse; the “special arrangements" des- 
Prabed in paragraph 13.60-constitute an even more serious abuse, although they 


would be prohibited under the C.M.F.A. rule. 


i. 05 Thetenptation to ngage in short-term trading activities in order to 
make a profit through reliance on backward pricing is particularly 
strong for large investors who can afford to make purchases in sufficient size 
to take maximum advantage of the volume discounts described in paragraphs 2.18 
meee a0. come distribution Companies combat this practice by refusing any order, 
which they know or believe to come from a purchaser who proposes to effect a 
snort-term redemption, but it is often impossible to identify such an order. 
In some cases, the distribution companies do not discourage these transactions; 
the availability of a commission payment, even at very low rates, is a strong 
inducement. We have not conducted extensive research on the question, but we 
are aware of one mutual fund in which transactions of this type aggregated 
Boproximately $86 million during 1967. The size of these sales proportionate 
to the total volume of Canadian sales in that year is indicated by the statis- 


tics in paragraph 3.42. 


13.64 The reasons for our belief that short-term transactions in mutual funds 
should be discouraged are set out in paragraphs 13.04 and 13.05 and 
will not be reviewed here. In paragraphs 13.80 to 13.86 we make proposals de- 
signed to penalize investors who engage in large volume transactions on a short- 
term basis. These would not completely resolve the potential abuses arising 


from backward pricing. Even purchasers who plan to hold for the long term often 


4.83 


take advantage of backwards pricing so that they will) have arpaper profat@atethe 


outset of their investments. 


13.05 We have concluded that the possibilities of abuse made available by 
backward pricing sare SO Significant thats they ecessitatesi tases tatucory 
abelition for sales and for redemptions. The C.M.F.CA. rule referred to in 
paragraph 13.61 is in our opinion not adequate tc resolve these abuses. We note 
in paragraphs 13.61 to 13.62 that the rule Leaves open the prospect cf aneadvar= 
tage for the purchaser who can estimate whether N.A.V.P.S. has increased or de- 
creased since its last computation. In addition, even if the principle omer. 
C.M.F.A. rule were to be accepted we are doubtful that the procedures specie 
would adequately resolve all the problems which could arise in the application 


Out Telos Tews . 


LSe06 Developments in the United States are relevant to the conclusion we 
have reached. There, rules of the National Association of secur gerea 
Dealers have’ long prescribed a procedure substantially similar to the C.Meroe 
rule, except that each N-ASV.P.S. figure bécame eptective one nour a: cimcomm as 
tation and, to reduce the flexibility available to purchasers, NsAC Vee sc ewe 
requiréa to be calculated or estimated "twice daily iin spite or tresleoces 
potentialities for abuse under this rule, the Securities and Exchange Commission 
found* that it was inadequate. Mutual funds were releasing N.A.V.P.S. deter= 
minations before the end of the prescribed hour, so that purchasers {0r1r ae.cm 
minutes had their choice of prices; in other cases investors would estimate on 
the basis of market behaviour whether the next N.A.V.P.S. would be up or down 
from that currently in effect. Representatives of the United States =incus cm: 
suggested a requirement substantially similar to the G.MiP.A. tule. esom. ce 
each newly determined N.A.V.P.S. would be immediately effective, but the Securi- 
ties and Exchange Commission concluded that this would not adequately resolve 
the problem because estimates could still be made of whether N.A.V.P.S. had in- 
creased: or decreased: since the lasticomputationwm™ The .Commissiongaceordanca, 
concluded that forward pricing should be required in all cases, and has since 


* Investment Company Act of 1940, Release No. 5413, June 25, 1968. 
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implemented such a requirement by rule 22c-1 under the Investment Company Act 


of 1940. 


3.07 We agree with the conclusion reached by the Securities and Exchange 
Commission. No matter how frequently N.A.V.P.S. is required to be 
computed, and how rigorously requirements are enforced that each price become 
effective on computation, there will be occasions when it will be possible to 
predict that the next N.A.V.P.S. will be higher or lower than that currently 
in effect. On such occasions it will be possible for purchasers to effect 
transactions based on that prediction, thereby gaining an advantage at the ex- 
pense of continuing shareholders or unitholders. For that reason, we have con- 
cluded that mutual fund shares or units should be sold or redeemed only at an 
N.A.V.P.S. calculated as at a time after receipt of a firm order by the mutual 
fund sales company or its agent. Appropriate procedures for verification of the 


time of receipt should be required. 


1). 08 Representatives of mutual funds which are sold through brokers have 
expressed strong opposition to the conclusions reached above. The 
principal argument upon which the opposition is based is that clients of bro- 
kerage firms are accustomed to being quoted firm prices on their securities and 
that this would be impossible under a forward pricing rule for shares or units 
of mutual funds. We do not accept this argument. Apart from the point that it 
is in fact not possible to quote a firm price at which securities in the public 
trading markets will be purchased until the purchase has been effected, it seems 
to us both reasonable and desirable that there be some differences between pur- 
Phases of mutual fund shares or units and of other securities. Such differences 
recognize that mutual funds should be regarded primarily as vehicles for long- 
term investment. It is also important that orders for shares or units of mutual 
funds usually specify the dollar value to be purchased rather than a specific 
number of shares or units, although the latter type of order would be feasible. 
It is principally because of the general practice of ordering a dollar value 
father than a specific number of shares or units that we conclude in para- 
graph 10.42 that no change should be required in the existing practice under 


which sales charges are quoted as percentages of the amount paid by the 
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purchasers rather than of the amount invested in the mutual fund. Purchases by 
dollar amount rather than number of shares or units are facilitated by most‘dis- 
tribution companies, which are prepared to compute the number of shares or units 


acquired to’ the fifth placesof decimals. 


LS1 69 The second question enumerated in paragraph 13.59 is the frequency with 
which N.A.V.P.S. should be computed. Canadian practicevon this at«+the 
end of 1967 is indicated by Table XIII-A, which shows the frequency of computa- 
tion of (NJA.VvP.S? "for mutual funds ‘qualified (fortsale in Canadas sComputation 
was on a daily basis for most mutual funds, and these included all except three 
of the mutual funds the shares or units of which were sold at a basic sales 
charge rate in excess of 8.0%. In only two cases was the computation less fre- 
quent than monthly. With a forward pricing system, unfairness to other partici- 
pants would not result from computations of N.A.V.P,.S. made less frequently than 
daily. We have therefore coneluded that a requirement fortdaily NgAaVvon oe 


computation is unnecessary. 


jp aNlog iS paw. Biilcl\ 


FREQUENCY OF COMPUTATION, OP" NOAL Vor. 
OF MUTUAL FUNDS QUALIFIED FOR SALE IN -CANADA AT DECEMBER 31, 1967 


Percentage of 
Number of Mutual Funds Total Net Assets 
for whieh NwA. Vs Pao. Represented by Mutual 
is Computed at each Funds at each Level 


Frequency of Computation Level of Frequency of Frequency 


Daily 85 G2 es 07t 


Twice-weekly i <053 
Weekly 5 ~995 
Twice-monthly .954 
Monthly 5.684 


Quarterly .007 
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23.70 Although we have concluded that daily N.A.V.P.S. computation should not 
be required, we have also concluded that a provision for maximum delays 
between computations is desirable. This is not only because computations might 
otherwise be made so infrequently as to be inconsistent with the concept of a 
mutual fund, but also because persons purchasing shares or units would otherwise 
derive limited benefit from their money for an extended period. Many investors 
purchasing shares or units in a mutual .fund which has its N.A.V.P.S. computed 
less frequently than daily pay their money to the distribution company for ap- 
plication to the mutual fund when N.A.V.P.S. is next computed. In paragraph 
7.37 we conclude that the mutual fund rather than the custodian should receive 
the benefit of interest on this money, but the interest would ordinarily benefit 
all participants in the mutual fund rather than the persons with whose money it 
was earned. We have concluded that there should be an upper limit on the length 
of the period which may elapse between computations, and that N.A.V.P.S. should 


be computed for all mutual funds no less frequently than once in each month. 
mo. iL For the reasons set out in this section, we recommend: 


(1) that sales and redemptions of mutual fund shares or units should be 
implemented at a N.A.V.P.S. computed as at a time after the receipt of 
a firm order by the distribution company or its agent, and that imple- 
mentation of sales or redemptions at a N.A.V.P.S. computed as at an 
earlier time, referred to as “backward pricing" should be prohibited; 


and 


(2) sthat. theaN.A.V.P.S..40r a. mutual@itund shouwldybe computed no; less fre- 


quently than once in each month. 


Prohibition of Secondary 


| I In paragraphs 10.52 and 10.53 we discuss two of the arguments ad- 
vanced by members of the mutual fund industry against the prohibition 
of retail price maintenance. We there state that while the problems raised are 
of concern to us, we feel that they relate to the development of secondary mar- 
kets in mutual fund shares or units rather than to retail price maintenance; 


they have persuaded us not that retail price maintenance should be permitted, 
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but that secondary markets should be prohibited. We explain the nature of a 
secondary market in paragraph 2.56. A dealer in securities can accumulate an 
inventory of shares or units in one or more mutual funds, and can service orders 
for purchases and sales without recourse to the distribution company. He is 
able to attract customers both by prompt service and by paying more for shares 
or units sold to him than the mutual fund would pay on their redemption, and 
charging less for shares or units sold by him than the distribution company 


would charge on their sale. 


15 75 The dealer who operates a secondary market is disliked by distribution 

companies for a major reason which may be valid from a business stand- 
point but is not» valid as a matter of public’ policy. ~By hismpracang, polacyare 
conflicts with the endeavour of distribution companies to maintain a uniform 
price structure, an endeavour that we regard as inconsistent with the develop- 
ment of adequate competition within the mutual fund industry. Our decision that 
secondary markets should be prohibited is based on very different considera- 
tions, and on the assumption that the prohibition of retail price maintenance 
will contribute to the development of competition. Two reasons have led to our 
conclusion against secondary markets. First, im Chapter XIV) we vconclude thae 
certain responsibilities should be imposed on distribution companies in connec- 
tion with the practices followed anmpthe public sale of dheireshbarecoeor soe 
Such responsibilities could not be performed if dealers were permittedyto 


operate secondary markets at will, 


La74 The second reason for the prohibition of secondary markets is that the 
dealer is able to operate: such a market in reliance on his abi ig@cyere 
redeem shares or units at any time. The dealer who operates a secondary market 
in equity securities other than mutual fund shares or units must accept the risk 
in the accumulation of an inventory to service his customers that it might be 
impossible to liquidate that inventory at prevailing prices. The secondary 
market dealer in mutual fund shares or units can present his inventory for re- 
demption at any time, regardless of whether it is a propitious time for the 


mutual fund to dispose of portfolio securities. Such an action could have a 


488 


severe adverse effect without any commensurate benefit to the mutual fund or 


its participants. 


ao,/5 The conclusion that secondary markets in the shares or units of mutual 
funds should be prohibited leads to the question of the form the pro- 
hibition should take. The most obvious rule would prohibit the transfer of 
shares or units except as part of a transaction of sale or redemption effected 
by or through the distribution company. Such a rule would, however, raise more 
problems than it would resolve. Transfers between members of a family, inclu- 
ding those arising on death, and other legitimate transfers would be encompassed 


within it. 


13.76 We have concluded that the prohibition of secondary markets should 
focus on persons or firms registered to trade in mutual fund shares or 
units. This would allow the individual investor flexibility to deal with his 
shares or units as he thinks fit, provided that he does not engage in activities 
that would require him to register as a trader in securities. Each registrant 
under securities legislation should, then, be prohibited from participating in 
transactions which involve the purchase or sale of mutual fund shares or units 
except pursuant to an agreement with the distribution company concerned. Im- 
plementation of the conclusions concerning retail price maintenance in para- 
graphs 10.49 to 10.72 would prohibit distribution companies from refusing to 
sell to or through a particular registrant because the distribution company 


expected him to reduce his portion of the commission in favour of the customer. 


a3.77 The consequence of implementation of the conclusions reached in pre- 
ceding paragraphs would be that all purchases of mutual fund shares 
or units would be effected through their issuance by the mutual fund, and all 
sales through their redemption by the mutual fund. This arrangement would be 
obviously unworkable for those mutual funds which are not permitted to sell 
their shares or units to the public because they have no prospectus currently 
effective. Very few instances of this type exist, but we have concluded that 
where, as a result of management decision or for other reasons, the shares or 
units of a mutual fund are not qualified for public sale, an exemption should 


be available from the proposed prohibition of secondary markets. 
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13576 It is possible that the organizers of some mutual funds may wish their 
shares or units to be traded without being affected by the prohibition 
of secondary markets, even in cases where it is planned to maintain the quali- 
fication for public sale. We have concluded that this should be permitted, but 
only if the proposed arrangements satisfactorily resolve the two problems set 
out in paragraphs 10.52 and 10°53 and enable-the conclusions sen youu tune 
next section to be adequately enforced. The appropriate administrator should 
have power to order that the prohibition proposed in paragraph 13.76 not be 


applicable to a mutual fund upon being satisfied as to these points. 
Ni For the reasons set out in this section, we recommend: 


(1) that, subject to recommendations (2) and (3), persons and firms regis- 
tered under applicable securities Jegislatiom toctrade jin tsectritics 
should be prohibited from engaging in transactions which involve the 
purchase or sale of mutual fund shares or units, except pursuant to 


agreements with the distribution companies concerned; 


(2) that the appropriate administrator should have power to exempt the 
shares or units of any mutual fund, named in the order, from the pro- 
hibition proposed in recommendation (1), upon being satisfied that 
adequate arrangements had been made for the following purposes: 

(a) to permit the distribution company concerned to adequately carry 
out its ‘responsibilities in connection with thevdistributions aes 
cess, as recommended in Chapter XIV; 

(b) to prevent dealers who participate in the operation of secondary 
markets from taking undue advantage of the availability of the 
right to redeem shares or units of the mutual fund concerned; and 

(c) to facilitate enforcement of the requirements proposed in para- 


graph 3.8 8? cand 


(3) that the prohibition proposed in recommendation (1) should not apply to 
shares or units of a mutual fund at any time when they are not quali- 


Pied for sale rosthernupiices 
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The Problem of Short-Term Trading 
13.80 Throughout this chapter we stress that it is important to discourage 
short-term transactions in mutual fund shares or units. Implementation 
of the conclusions in paragraphs 13.65 to 13.68 concerning forward pricing would 
assist in the attainment of that objective, but would not alone be adequate for 
the purpose. Backward pricing is not the only feature of mutual funds which 
makes them attractive to short-term traders. Two other advantages would remain 
even after the introduction of compulsory forward pricing. First, except in the 
rare cases where the mutual fund has different purchase and redemption prices to 
reflect brokerage costs, the purchase of mutual fund shares or units provides an 
indirect investment in a portfolio of securities without any payment of bro- 
Rerage charges: Second, the mutual fund provides great liquidity; the investor 
may purchase or redeem in any quantity without concern as to the capacity of the 
merce tetolabsorbyhis ordermeateprevailing prices. These are very significant ad- 
Mantaces, particularly in the. comparatively illiquid Canadian securities mar- 


kets. 


5°. 8.1 The attraction of mutual funds for short-term traders which arises from 
the two advantages described in the preceding paragraph is offset only 
by the fact that sales charges must ordinarily be paid on the acquisition of 
shares or units; management fees are not ordinarily an important consideration 
to the short-term trader. Sales charges are a major discouraging factor, ex- 
cept in cases where they can be avoided or are so low that they do not offset 
the advantages to be gained from the mutual fund investment. There are two 
principal such cases: shares or units which are sold at a low basic sales 
charge rate or without sales charges, and shares or units sold at the prevailing 
sales charge rates but sold in such large quantities that the purchaser is able 


to take advantage of the volume discounts described in paragraphs 2.18 to 2.20. 


5 682 While short-term trading is theoretically available to any investor 
through the purchase and redemption of shares or units sold without 

sales charges or at low sales charges, our observations indicate that larger 

purchasers are those who most frequently engage in this practice. One reason 


for this is that in the case of most mutual funds the shares or units of which 
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are sold at sales charge rates below those which prevail within the industry, 
N.A.V«P.S. is computed less frequently *than-daily see thiseconstitutessaestgn iid 
cant impediment to the short-term trader. The large volume purchaser is, how- 
ever, able to take full advantage of mutual funds for which N.A.V.P.S. is com- 
puted daily because, through volume discounts, he can effect his purchase at a 


reduced sales charge rate which may be as low as 1/2 or 1/4 of one per cent. 


L585 The arguments against short-term trading which are advanced in para- 
graphs 13.04 to 13-06 are sutficiently strong, andwits potentiali@ace 
verse impact on mutual funds sufficiently significant, that we have concluded in 
favour of a proposal designed to penalize those who engage in the practice eine 
most effective such penalty, and the most advantageous to the mutual fund, would 
be to require the short-term trader to make payment to the mutual fund in récog- 
nition of the advantages gained through his improper use of what should be a 
long-term investment. Such a payment would be in part designed to compensate 
for brokerage expenses incurred by the mutual fund to service the investment and 
subsequent redemption, but it would also relate to the less directly measurable 
harm done to; the mutual fund; the most important example tf ‘the latter wouldspe 
the difficulty caused by ithe transaction “in “the teffectiveumanagement vor therr— 


vesthnent; portfolio. 


13.64 In theory the penalty we propose should apply to all short-term 
traders, and especially to all who purchase at low sales charges or 
without sales charges. We have, however, concluded that only the larger pur- 
chaser should be affected. This conclusion is based not only on our observation 
that larger purchasers are those who make principal use of short-term trading as 
a technique, but also on the fact that the administrative difficulties involved 
in application of our proposed rule to all transactions would outweigh any ad- 
vantages to be gained. We have concluded that any purchaser of shares or units 
to a value in excess of $50,000 should be subject to a penalty, payable to the 
mutual fund by reduction of the redemption price, of 4% of his redemption price 
if he redeems his shares or units within 90 days, and of 2% of his redemption 
price if he redeems his shares or units within six months. The penalty would not 
apply when an inter-fund transfer was made during the period, unless the shares 


or units acquired on the transfer were redeemed within the period. 


hO2 


a. 85 Administrative problems will be involved in the implementation of the 
conclusion set out in the preceding paragraph. These problems might be 
major but for the proposal made in paragraphs 13.72 to 13.78 concerning the pro- 
hibition of secondary markets in shares or units of mutual funds. Under that 
proposal it will be feasible for distribution companies to keep track of shares 
or units sold in large blocks, and to arrange for the deduction from the redemp- 
tion price of the appropriate amount when a redemption is effected within the 
designated period. Special records can readily be established by transfer 
agents or other persons responsible for the maintenance of lists of shareholders 
or unitholders to follow transfers between members of a family or arising on 
death; the penalty should apply on the redemption of any shares or units sold 
in a purchase of more than $50,000, even if they are subsequently split up by 
transfers so that the redemption is actually effected by a transferee who holds 


a substantially smaller amount. 


13.86 We have considered many variations of the rules outlined above, the 
most important of which is that the penalty on redemption should be 
determined by reference to the sales charges initially levied. For example, if 
the shares or units were sold subject to a sales charge of 1% the penalty for 
redemption within 90 days would be reduced to 3% and that for redemption within 
six months would be reduced to 1%. We have concluded that this and similar al- 
ternatives do not adequately reflect the objective of the proposed penalty. 
Sales charges in no way compensate the mutual fund for the adverse consequences 
of the short-term transaction, since they accrue directly to the benefit of the 
distribution company. It would be consistent with our proposed rule for the 
distribution company to refund all or a portion of the sales charges to the re- 
deeming shareholder or unitholder to reduce the amount of the penalty payable by 
him, but that is the only way in which it would be appropriate for sales charges 
to affect the proposed penalty. Distribution companies which believe the rule 
may restrict sales will presumably undertake to inform purchasers that they will 
make such a refund if the purchaser finds it necessary to effect a short-term 


redemption. 
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Because of the necessity to adopt appropriate administrative proce- 


dures, and because such procedures will in large part be dependent on 


the implementation of the conclusions reached in the preceding section, we have 


concluded that the rules outlined in this section should be applied only after 


the prohibition of secondary markets has become fully operative. 


13.288 


(1) 


(2) 


For the reasons set out in this section, we recommend: 


that ‘a penalty should be payable for early redemption of shares oy 


units purchased in a transaction involving in excess of $50,000, and 


that such penalty should be computed and paid in accordance with the 


following provisions: 


(a) 


(b) 


(d) 


if the redemption is effected within 90 days after the purchase, 
the penalty should equal 4% of the redemption price; if it 41s 
effected within six months after the:purchase, the penalty should 
equal 2% of the redemption price; 

the penalty should be recovered by the mutual fund through deduc- 
tion of the appropriate amount from the redemption price of the 
shares or units redeemed; 

the penalty should not be adjusted to reflect salés charoecupam: 
on the acquisition of the shares or units redeemed, but theydz-ia 7. 
bution company should be permitted to refund all or a portion of 
such acquisition charges to the person effecting the redemption, 
and 

the penalty. should be payable with respect to a redemption of 
shares or units purchased in a transaction involving?in exceseuc., 
$50,000 regardless of whether all of such shares or units were re- 
deemed and regardless of whether they had subsequently been trans- 


ferred; and 


that legislation which implements recommendation (1) should not be 


implemented until after the implementation of the recommendations in 


paragraph 13.79 as to the prohibition of secondary markets. 


LOL 
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[ssuance of Shares or Units for a 
Non-Cash Consideration and Delivery 

of Portfolio Securities in Satisfaction 
of Requests for Redemption 


13.89 Many of the problems discussed in earlier sections of this chapter ari- 


se from the necessity to express the value of an interest in an invest- 

ment portfolio by a dollar figure, and to arrive at that figure with sufficient 
precision that shares or units may be issued and redeemed in reliance ipo Wt. 
It might seem that at least some of those problems could be resolved if securi- 
ties instead of cash were to be paid for shares or units issued, or were to be 

delivered for shares or units redeemed. While the right to deliver securities 

instead of cash can be of considerable value to the mutual fund in some circum- 
stances, the use of securities instead of cash accentuates rather than resolves 


the problems of fairness with which we are concerned in preceding sections. 


23.90 The use of anything other than cash as payment for shares or units 

sold or redeemed raises problems of fairness because purchasers or 
redeemers will be treated differently to the extent that the non-cash considera- 
tion paid or received by them is different. In addition, certain securities may 
be desirable to the mutual fund, and others not; receipt of the former or deli- 
very of the latter would be beneficial to the mutual fund, but delivery of the 
former or receipt of the latter would be detrimental. Because of these problems, 
we have concluded that the payment for shares or units issued or redeemed should 
ordinarily be made in cash, with specified exceptions. This restriction would 
not apply to transactions effected by the distribution company or the management 
company to which the mutual fund is not a party, for such transactions do not 
raise problems with which we are here concerned. This would mean, for example, 
that the distribution company could purchase securities from a person interested 
in investment in the mutual fund, and could permit him to apply the proceeds to 
such an investment, without being affected by the rules we propose’ inthis *sec- 
tion. Any sale of these securities by the management company to the mutual fund 
would-be subject to the restrictions proposed in Chapter IX as well as to the 


restrictions proposed in paragraph 13.99. 
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T3391 One general restriction should be adhered to with the issuance and the 
redemption of shares or units for a non-cash consideration. The only 
such consideration which should be permitted in any circumstances should be in- 
vestments which satisfy the definition of liquid investments proposed in para- 
Sranhicelc. Lowe cor Lewlo. To permit the delivery or the acceptance of illiquid 
investments would involve major problems which would be difficult or impossible 
to resolve. In the following paragraphs we consider first the additional res- 
trictions on the delivery of securities on redemptions, and then the restric- 


tions on acceptance of securities in payment for shares or units issued. 


13292 There are two problems to be resolved in the determination of the 
circumstances.in which delivery, of .investments from the.portfoliogapea 
mutual fund should be permitted in satisfaction of requests for redemption. The 
redeeming shareholder or unitholder might feel that he was being unfairly 
treated through the delivery of undesirable securities; for example, if he were 
to receive securities of a class which was infrequently traded and narrowly 
held, he might well believe them not to be worth the N.A.V.P.S. at which the re- 
demption was purportedly effected. The other problem envisages the reverse 
situation, where the continuing shareholders or unitholders conclude that they 
have been unfairly treated as a result of the delivery to the redeeming share- 


holder or unitholder of the most desirable securities 1n the port.o.10. 


135.93 Balancing the potential difficulties referred to in the preceding para- 
graph are the potential advantages to) be gained from .the power )toser- 
fect redemptions of shares or-units by the delivery of securities insteadios 
the payment of cash. The most important situations in which this power might be 
advantageous are those where the dollar volume of redemptions is so great that 
they cannot be met from the proceeds of sales or from the cash position of the 
mutual fund. This might occur when a large holder presents his shares or units 
for redemption. In one instance, a holder of shares having a value of approxi- 
mately $38.5 million in a Canadian mutual fund presented them for redemption, 
and was given (by agreement) portfolio securities instead of cash. If the 
mutual fund in that case had been forced to liquidate securities to raise the 
necessary cash, adverse consequences might well have followed for the Canadian 


securities markets. 
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13.94 A large dollar volume of redemptions might also occur as a result of an 
unusually large number of smaller holders effecting redemptions in a 
short period. We are not unduly troubled by this possibility, for it seems to 
us unlikely to occur except as a concomitant of a general financial collapse in 
which mutual funds would probably be forced to resort to a more drastic remedy 
such as the suspension of redemptions, discussed in the next section. The 
figures in Appendix "B" indicate that it is rare for the volume of redemptions 
to exceed the volume of sales. Still, many shareholders or unitholders could 
make a simultaneous decision to redeem and it must be recognized that the de- 
livery of securities instead of cash would be of great value in avoiding a hasty 


and disadvantageous liquidation of investments to raise necessary cash. 


3:9 5 In arriving at conclusions as to the circumstances in which the de- 
livery of securities instead of cash should be permitted on redemp- 
tions, it is relevant that this is an infrequent practice in Canada at Preseirey 
although it is permitted under the organizational documents of many mutual 
funds. Presumably its infrequency results from competitive factors; purchasers 
of shares or units rely on the right to redeem for cash, and if one mutual fund 
acquires a reputation for delivering securities instead of cash it may thereby 
be placed at a competitive disadvantage. In an emergency Situation, the power 
to deliver securities would probably be used, with results that could be bene- 
ficial to all parties involved. We have concluded that legislation should per- 
mit the delivery of securities instead of cash in satisfaction of redemption 
requests, but should include restrictions designed to ensure fairness and to 


make clear that this procedure is not to become a general DiaGelee, 


5.96 The restrictions on delivery of securities instead of cash in satis- 
faction of redemption requests should vary depending upon whether the 
delivery is effected with the consent of the redeemer. Where the redeemer 
agrees to the delivery of securities in satisfaction of his redemption request, 
there will be no unfairness to him in such delivery. The reluctance of the in- 
vestment manager to sacrifice desirable securities, supplemented by publication 
of relevant information in the annual report, would protect against delivery of 


the most desirable securities on a redemption. We have therefore concluded that 
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delivery of securities instead of cash in whole or partial satisfaction of a 
redemption request should be permitted if the written consent of the redeeming 
shareholder or unitholder is obtained. The securities should be valued at an 
amount no less than the value that would be placed on them in the determination 
of N.AwV.PsS., and details oféthe transaction; including ta tlist of the secur 


ties delivered, should be included in the next annual report of the mutual fund. 


Long? If the responsible persons in the mutual fund organization wish to 
deliver securities instead of cash in whole or partial satisfaction of 
the redemption request, and cannot obtain the written consent of the redeemer, 
we think it necessary for the appropriate ant ie eee to pass on the ‘question: 
In these cases notice should be given to the administrator, with a copy to the 
redeemer, providing details of the redemption and of the securities proposed to 
be delivered, the value of which as used for computation of N.A.V.P.S. should 
equal that of the shares,or units) redeemed. niIhe delivery of tsecuritics Ans tead 
of cash could be proceeded with unless the administrator ordered within seven 


days that cash be paid. 


13.98 We have considered whether to recommend that a dollar limit be imposed 
below which delivery of securities on redemptions would not be per- 
mitted without consent of the redeemer. We have decided against such a recom- 
mendation. In view of experience to date, we do not think that this procedure 
will be followed except with very large redemptions; its restriction to large 
redemptions will be further encouraged under our proposals, which involve pro- 
cedural requirements that the mutual fund organization would not wish to follow 
except in unusual cases. These rules would ‘also provide the appropriate ad-— 
ministrator with ample power to protect the smaller redeemer. Our conclusion 
is further) supported by. the, factithat such a dollanilimit would proviuesan 
evasionary device, for a large holding could be broken down into a number of 


small holdings prior to redemption. 


13.99 Issuance of shares or units for a consideration other than cash can be 
dealt with more simply than can delivery of portfolio securities on 
redemption. We have concluded that such transactions should be permitted only 


if the securities received complement an investment programme of the mutual 
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fund. Such a transaction can, in some circumstances, be a considerable benefit 
both to the mutual fund and to the purchaser. The mutual fund may acquire, 
without paying brokerage, securities that might not otherwise be readily avail- 
able. The purchaser may receive the benefits of a diversified portfolio with- 
out having to accept the risks involved in the liquidation of his present hol- 
dings. Transactions of this type are presently comparatively rare, because of 
securities law restrictions on trading except through registrants and probably 
also because of a feeling on the part of mutual fund organizations that they 
might be subject to criticism if they participated regularly in these trans- 
actions. We think that these transactions might become more common if official 


guidelines were available under which they could be implemented. 


13.100 We have concluded that the restrictions on self-dealing transactions 
proposed in Chapter IX would be sufficient to control the most likely 
abuses in this area, and that the principal control required on the issuance by 
mutual funds of shares or units in exchange for securities is disclosure. Such 
transactions should be implemented by a mutual fund only if its prospectus, or 
its most recent annual report if it has no prospectus, provides a clear indi- 
cation that they are contemplated, and includes a statement that they will be 
implemented only when beneficial to the investment programme of the mutual 
fund. Each annual report should contain a clear statement of all such trans- 
actions made in the year reported on, in aggregated form if there have been 
many of them but indicating clearly the securities acquired for shares or units. 
The value of shares or units issued should be required to be equal to or less 
than that of the securities acquired, using the valuation rules applied in the 


determination of N.A.V.P.S. 
os. 101 For the reasons set out in this section, we recommend: 


(1) that acceptance by a mutual fund of illiquid investments as defined in 
paragraph 12.29 , recommendation (2)(a), in payment for shares or units 
issued, or delivery by it of illiquid investments in payment for shares 


or units redeemed, should be prohibited; 
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(2) that delivery of liquid investments as defined in paragraphe 12.29 


recommendation (2)(b), in satisfaction of a request for redemption 


should be permitted if: 


(a) the written consent of the redeeming shareholder or unitholder is 


obtainted and details of the transaction, including a list of the 
securities delivered, are included in the next annual report of the 


mutual fund; or 


(b) written notice is given by or on behalf of the mutual fund to the 


appropriate administrator, with a copy to the redeeming shareholder 
or unitholder, indicating the intention to deliver specified se- 
curities in satisfaction of the request for redemption and the 
appropriate administrator does not order within seven days that 


cash be paid instead; 


on deliveries of securities pursuant to this recommendation, the se- 


curities delivered should be valued at an amount equal to or greater 


than their value for purposes of computation of N.A.V.P.o.; anc 


that issuance of shares or units in exchange for liquid investments 


should be permitted if: 


(a) the prospectus of the mutual fund, or its most recent annual report 


if it has no prospectus currently in effect, clearly indicates thaw 
such transactions are contemplated, and includes a statement that 
they will be implemented only when beneficial to the investment 
programme of the mutual fund; 

each annual report includes a clear statement of all such trans- 
actions effected in the year reported on, which statement may be 

in aggregated form if there have been many such transactions but 
should indicate clearly the securities acquired by the mutual fund 


in exchange for shares or units issued by it; and 


the value of the shares or units issued should be equal to or less 
than the value of the securities acquired, with valuation being 
determined in accordance with the rules applicable for computation 


Of NGA. VAPron 
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Suspension of Redemptions; Time Within 
Which Redemption Payments Must be Made 


13.102 The stress we place upon the right of redemption in this chapter and 
throughout this report indicates the importance which we attach to that 
right. Without it, the mutual fund industry would be very different; many of 
the problems that concern us would disappear, but with them would go some of the 
most important features of mutual funds for the investor. It is doubtful that 
the industry would have experienced the rate of growth which it has attained 
without the complete liquidity provided by the availability of the right to 
redeem, coupled with exact price quotations on a regular basis. In addition, 
the lack of availability of the right to redeem would have made it extremely 
difficult for distribution companies to engage in the continuous sale of shares 
or units which is another hallmark of the industry; apart from that right, 
a market price would have been established, which might be higher or lower than 


Ehe distribution’ price. 


rs.1035 The right of redemption is of such importance that the investor is en- 
titled to be protected against an unjustified termination of that 

right. On the other hand, if mutual funds were forced to continue to honour the 
right at all times and in all circumstances, situations could arise in which the 
results would be detrimental to the mutual fund, or to the economy, or both. 
Such situations could affect one or a few mutual funds, or the entire industry. 
Examples of the former would include a case, such as has occurred in the United 
States, where it becomes impossible to place an accurate valuation on securities 
which form a substantial part of the portfolio of one or a few mutual funds. 
Another instance would be cases in which, as a result of poor or unfortunate 
investment decisions, the mutual fund becomes extremely illiquid and cannot 
satisfy redemption requests except through hasty and disadvantageous liquidation 


Ofrsecurities: 


13.104 Situations in which continued acceptance of redemptions would produce 
detrimental results on an industry-wide basis could occur if, for some 

reason, a significant percentage of mutual fund investors decided to transfer to 

some other form of investment and presented their shares or units for redemption 


approximately simultaneously. A more possible occurrence might arise as a 
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result of a market recession, when a number of shareholders or unitholders 
might be forced to redeem in order to avoid further losses or to meet margin 
calls on their other investments. If mutual funds were forced to meet requests 
for redemption in such circumstances, or in any other case when a large volume 
of orders for redemption was received in a short period of time, the resultant 
forced sales of portfolio securities might have a very serious effect. Avaing 
though, the rights of shareholders or unitholders must be consideredsberoresa 
decision is made to permit the mutual fund not to meet their redemption re- 
quests; some of them may have invested in mutual funds solely to attain liqui- 


dity to meet emergency situations. 


13.105 Situations such as those discussed in preceding paragraphs in which it 
might be appropriate for a mutual fund not to meet redemption requests, 
are not the only problems with which we are here concerned. We have received a 
number of complaints from investors who are dissatisfied with the service pro- 
vided on requests for redemption made when no such situation was present. In 
some cases the mutual fund, or the distribution company which arranges for the 
redemption, delays in order to send representatives to the redeeming share- 
holder or unitholder in an attempt to persuade him to withdraw his request. We 
do not object to such attempts at persuasion, but we do not feel that they scams 
stitute a justification for a delay in making payment pursuant to the redemp- 
tion. Undue.delay is inconsistent with the liquidity which is one of the moss 


important features of a mutual fund. 


135106 The Investment Gompany Act of 1940 requires that redemptions begeére 
fected within seven days after receipt ofthe appropriate documen> 

tation, except during any period when trading on the New York Stock Exchange is 
suspended or restricted; during any period of emergency as a result of which 
it is not reasonably practicable to dispose of portfolio securities, or to per- 
form a valuation of assets; and during any other period that the Securities 
and Exchange Commission may permit for the protection of shareholders or unit- 
holders. We agree with the principle of these provisions, and have concluded 


that similar provisions should be adopted in Canada. 
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oel07 We understand that some of the mutual funds which have been slow in 
satisfying redemption orders have relied on inadequacies in the mate- 
rial supplied to them in support of those orders. Practices differ on the 
material necessary to order a redemption, and a considerable amount of time can 
be consumed with requests for further documentation. We have concluded that the 
material with which the shareholder or unitholder is supplied as evidence of his 
holding should be required to include a clear statement of the procedures to be 
followed and material to be supplied to effect a redemption. This conclusion 
does not imply that the shareholder or unitholder must be given a certificate 
to establish his holding; the statement could be included on a receipt or other 
document. This statement would augment the value of a requirement that redemp- 
tions be effected within seven days after receipt of the relevant order, and 


discussed in the preceding paragraph, 


13.108 Canada has no single stock exchange which has the degree of national 
recognition accorded the New York Stock Exchange in the United States, 
so that it would not be feasible to embody in legislation a provision that 
mutual funds could cease satisfaction of redemption orders during a period when 
the operations of a specified stock exchange were suspended. We have concluded, 
however, that the principle of such a provision can be more effectively carried 
out through another type of requirement. A mutual fund should be permitted to 
suspend redemptions of its shares or units during any period when trading is 
suspended on a stock exchange on which securities equal to 50% or more by value 
of the mutual fund's total assets, without allowance for its liabilities, are 
listed. This would extend to foreign as well as Canadian stock exchanges so 
that a mutual fund with extensive holdings in United States securities could 
suspend redemptions if the New York Stock Exchange were to suspend trading, pro- 
vided that securities equal to 50% or more by value of the mutual fund's total 


assets were listed on that Exchange. 


15.109 With the exception of the single case discussed in the preceding para- 
graph, we feel that mutual funds should not be permitted to suspend 
redemptions without the consent of the appropriate administrator. However, it 


might not be feasible to obtain that consent sufficiently quickly if the 
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relevant legislation is provincially administered. We have therefore concluded 
that if the legislation is not administered by a single national body, a mutual 
fund or its management or distribution company should be permitted to suspend 
redemptions on its own authority for either of the two reasons permitted under 
the 1940 Act: that the disposal by the mutual fund of securities owned by it is 
not reasonably practicable, or that a valuation of the assets of the mutual fund 


is not reasonably practicable. 


135010 Notice of any suspension effected pursuant to the conclusion in the 
preceding paragraph should be given forthwith to the appropriate ad- 
ministrator, and the suspension should not be permitted to continue for more 
than seven days without an order or orders to that effect given pursuant to the 
general power of the administrators. This general power of the appropriate ad- 
ministrator would authorize him to permit the suspension of redemptions by one 


or more named mutual funds, or by all mutual funds, for a specified period. 
deg 8 Wa Ral For the reasons set out in this section, we recommend: 


(1). that. a clear statement ofptheyprocedures?toibe followed andgmarerias 
to be furnished in connection with »a request for vredemptionsshouldepe 
included in the documents with which the shareholder or unitholder is 
supplied to constitute evidence of his holding; ‘such»sdocumentsvcouid 


be certificates, receipts, or other relevant documents; 


(2) that, subject to the following recommendations, a mutual fund should 
be required to make payment pursuant to an order for redemption within 
seven days after receipt of the material specified in the statement 


supplied pursuant to recommendation (1); and 


(3) that a mutual fund should be permitted to suspend redemptions of its 
shares or units in any of the following circumstances: 
(a) during any period when trading is suspended on any stock exchange, 
within or outside Canada, on which securities are listed which re- 
present more than 50% by value of the total assets of the mutual 


fund, without allowance for liabilities; 
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(b) if the relevant legislation is provincially administered, the 
suspension should be permitted on the authority of the mutual fund, 
management company or distribution company either because the dis- 
posal by the mutual fund of securities owned by it is not reason- 
abl¥ practicable, or because a valuation of its assets is not rea- 
sonably practicable; provided that notice of any suspension ef- 
fected pursuant to this provision should be given forthwith to the 
appropriate administrators, and the suspension should not be con- 
tinued for more than seven days except pursuant to an order made 
under clause (c); and 

(c) the appropriate administrator should have power to permit one or 
more named mutual funds, or all mutual funds, to suspend redemp- 


tions for a specified period. 


ple 


CHAPTER XIV 


DISCLOSURE AND SALES PRACTICES 


bi Od The mutual fund industry is strongly sales-oriented. This is not a 
criticism; indeed, but for thesxemphasis on sales 1tyis unlikely tha 
mutual funds would have experienced their rapid growth or would now loom large 
in the Canadian economy. The sales activities which have resulted in the suc- 
cess of the industry do not consist of passive order-taking. Distribution 
companies actively solicit orders, principally through salesmen "on the road" 
and through advertising and similar techniques. These techniques are of great- 
est importance with the mutual funds which are sold subject to a basic sales 
charge rate in excess of 8.0%, and make the principal appeal to the unsought 
goods segment of the market. Active solicitation of sales is not, however, con- 
fined to the distribution companies of those mutual funds; some of the trust 
companies which sponsor investment funds for public participation engage in ac- 
tive advertising campaigns to persuade the public to purchase units in these 


funds, 


Th 02 In this chapter we are concerned with the techniques used by the mutual 
fund industry to solicit orders, and with the disclosure made to pur- 
chasers. We deal to only a limited extent with the distribution company as 
order-taker for unsolicited purchases. This is for two reasons. In cases where 
the purchase is unsolicited, the purchaser is almost certainly one for whom mu- 
tual funds are shopping goods, and therefore one who requires protection less 


than do other purchasers. Secondly, these transactions are often effected 
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through brokerage firms and other financial institutions which handle them as 
part of their normal activities. Adequately to deal with such transactions 
would require a complete analysis of the procedures followed by these institu- 
tions, something which does not fall within our purview. The recommendations 
made in this chapter would affect the operations of brokerage firms and other 
institutions which choose to engage in active solicitation of orders for invest- 


ment in mutual funds, a result which seems appropriate. 


i). 03 Mutual fund distribution companies are far from the only organizations 
which lay great stress on the sales function, Many consumer products 
are sold through similar techniques; brushes and cosmetics are two obvious ex- 
amples, The example most frequently alluded to by participants in the mutual 
fund industry is life insurance, which is not only sold in the same way but often 
Competes for the same dollars as mutual funds. Our responsibility is for an an- 
alysis of the mutual fund industry, and does not permit us to be deterred from 
recommendations for requirements that we think desirable simply because similar 
requirements are not applicable to life insurance companies, It is, however, 
appropriate for us to shape our recommendations so that any resultant competi- 
tive disadvantage for mutual funds will be minimal. This we have done; as a 
result, we believe that implementation of all the proposals in this chapter 
would actually reduce the existing competitive disadvantage imposed on mutual 
funds by regulations governing sales activities. We propose the modification 
of some regulations presently applicable to mutual funds but not to life in- 
Surance companies, and the additional requirements we recommend are so designed 


as to minimize any potential competitive disadvantage. 


14,04 Our remarks concerning the similarity of techniques used by the various 
organizations which actively solicit purchase orders from the public 

are not intended to imply that the regulatory scheme proposed in this chapter 

should, or could, also be applied to the other organizations. We think that 

1t would be feasible to apply the scheme, or portions of it, in other contexts, 

particularly in the sale of life insurance. Presumably certain modifications 

would be required in the latter context; we have not studied the life insurance 


industry in sufficient detail to decide precisely what modifications would be 
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necessary. This should be determined by a careful analysis of potential con- 
sequences of the various provisions. Application of our proposals to the mutual 


fund industry should not be; delayed pending the completa onisotisuch anganalysis: 


Tie OS With very few exceptions, the proposals in this chapter are related, 
directly or indirectly, to-diselosure. The anformation iprovicedein 
the solicitation of sales, particularly by the salesman in face-to-face com- 
munication with the potential purchaser, is of great importance to the attain- 
ment of the effective competition at the consumer level which is one of the 
principal objectives of ‘thisireport), dniparegrapis0.o3 wercommenGicouie 
importance of that information to adequate public education. Apart from the 
long-term objective of public education, it is essential for investor proteetics 
that the activities of the salesman be controlled so that he will not “over- 
sell" in any of the various ways open to him. This 2s important with: Thesseare 
of any product, but is of particular importance with mutual funds both because 
of the amount of money frequently involved in purchases and because of the 
long-term nature of the commitment implicit in a mutual fund investment. Ideally 
such controls should be applied by the responsible, organizations: rather thaneby 


government, and we make proposals designed to accomplish this. 


IPL ABs) Many of the conclusions reached in this chapter should be considered 
together with the registration requirements proposéd in Chapter Vilg 
In the following two sections we discuss certain preconditions which should be 
imposed on sales organizations and salesmen before their registration 18 *erancea. 
to be applied in addition to the preconditions discussed in Chapter VII. “We 
then consider the circumstances in which mutual fund salesmen should also be 
permitted to sell, life insurance policies. ‘Subsequent sections; propose) requames 
ments which would be enforced in large part through the availability of the 
sanction provided by the necessity for continued registration. These include 
the delivery of a prospectus and a summary prospectus, as well as provisions 
concerning their content and the content of accompanying sales literature and 
confirmations of transactions. We also consider restrictions on sales prac- 


tices, and the general question of rescission-rights. The final section gor gai 


508 


chapter concerns annual and interim reports and their relationship with the 


prospectus. 


Regulation of Salesmen: Generally Applicable Considerations 
ih.07 The attention given by regulatory authorities and others to the role 


of the salesman in the distribution of mutual fund shares or units 
properly reflects the importance of that role. The information the salesman 
conveys is, in many cases, largely determinative of the decision made by a 
prospective purchaser as to whether he will or will not effect a purchase, The 
representations he makes influence the purchaser's expectations from the in- 
vwestment. His counselling in budgetary procedures often influences the pur- 
chaser's decision concerning the dollar amount to invest. Even after the sale, 
the extent to which the salesman continues to take a personal interest 
in the purchaser can have a material impact on the success of the investment 
from the latter's viewpoint, * This’ continuing contact is’ of particular impor- 


tance with contractual plans. 


14.08 The importance of the salesman would be sufficiently apparent from 
observation of the industry, but is amply confirmed by information 
compiled through the consumer survey conducted under our auspices. Many sup- 
porting statistics could be cited and some are provided where relevant to the 
discussion in this chapter, but those set out in Table II-D (included after 
paragraph 2.43) are particularly revealing. That table makes it clear that 
the great majority of the persons interviewed had been sold their shares or 
units by a salesman who took the initiative in contacting the purchaser, and 
that in approximately one-half of all cases the sale was made within a single 
Visit. The persons interviewed in the consumer survey all held shares or units 
sold subject to a basic sales charge rate in excess of 8,00) By eontrast , in a 
survey we conducted of the holders of units in a trust company investment fund 
sold without sales charges and without a sales force, 84% of respondents replied 


that they took the initiative in effecting the purchase, 


i. 9 We believe that regulations applicable to the selling techniques of 
salesmen should be designed to attain two principal objectives: to 


ensure that adequate information is provided to purchasers, and to avoid the 
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sale to a purchaser of an investment that is not appropriate for him, unless 

he fully understands the implications of the purchase. It is obvious that these 
two objectives are closely related, since perfect attainment of the first would 
guarantee the second. The methods appropriate for them are, then, very similar, 
Three principal methods should be used; they are discussed briefly in following 
paragraphs, and in more detail in following sections, The first two form part 
of the existing regulatory structure, with substantially similar objectives. 


The third is given little emphasis in the existing regulatory structure. 


Te) The first method to attain the objectives of regulations over salesmen 
focusses on the selection and training process. The theory is that if 
the right man is selected and if he is given adequate training, he will make 
"rood" sales, in other words, sales to customers who understand the implications 
of their purchase and for whom the purchase is a proper investment. The second 
method focusses on the procedures followed in the sales process. In implied 
recognition that the verbal content of the salesman's presentation cannot ef- 
fectively be controlled, requirements are applied to the literature used; the 
most. important manifestation of this is in the prospectus requirements *dis-— 
cussed. later in this. chapter. Restrictions are, also applied!) on certain activ. 
ties in which the salesman might engage; the restriction on sales at residetices: 


discussed in paragraphs 14.80 to 14.88 is an important example. 


ii Ae We recognize the merits of each of the two methods for the control of 

salesmen which are discussed in the preceding paragraph. The emphasis 
given these methods should not, however, be permitted to obscure the value of 
the third method, which has received less attention from regulatory authorities 
in the past. This involves recognition of the importance of the internal pro- 
cedures established by the sales organization for the supervision of salesmen. 
This aspect of the sales function was emphasized in a brief submitted to us by 
an independent sales force: 

It is important to remember the essential simplicity of a mutual 

fund. A salesman does not need to be an amateur investment analyst 


- he has only to know what. his product is and how it can be used. 
The C.M.F.A. Course provides good basic knowledge of the industry, 
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and from there the distributor company is responsible for training 


its people adequately. We do believe it is most important that 


there be competent people in every distributing company to back up 
the field salesman and provide expert advice and assistance in more 


complex cases.* 
This quotation may underestimate the importance of the salesman's own knowledge 
and qualifications, but we think the principal ’point it makes is a correct one, 
that the salesman must be supported by competent persons in his organization. 
This is necessary not only so that they can assist him with complex cases, but 


so that they can maintain adequate supervision over his activities. 


Ah. 12 In the specific proposals made in following paragraphs for the applica- 
tion of the three methods summarized above, we avoid a rigorous scheme 
ef control which would unduly restrict the operations of sales forces, In 
several instances, implementation of our proposals would modify rather than ex- 
tend regulations presently in effect. As noted in paragraph 14.03, the scheme 
we propose, considered in its totality, would be less restrictive than that 
presently in effect. This result is attributable in large part to certain pre- 
mises accepted by us. In a free economy sales forces should be allowed to 
Sunction unless some valid public policy motive is found for their abolition. 
We are aware of no such public policy motive. Indeed, the contrary is the 
case, for there is reason to believe that mutual fund sales forces have made 
an important contribution to the economy and to the welfare of individual in- 
vwestors through expansion of the extent of public interest in equity invest- 
ments. We have therefore taken care in the formulation of our recommendations 
to avoid undue interference with the continued effective and profitable opera- 
tion of sales forces, and similar care should be taken in the implementation 


of these recommendations. 
P23 For the reasons set out in this section, we recommend: 


(1) that regulations applicable to sales forces and salesmen should be 
principally designed to result in full disclosure of relevant informa- 
tion to prospective purchasers so that investments are made with a 


* DesBrisay, Submission to the Canadian Committee on Mutual Funds and 
Investment Contracts on behalf of Great Pacific Management Co. Ltd. 
(Victoria, 1968) page 15 (the underlining is ours). 
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complete understanding of their implications, and to avoid sales 
which are inappropriate for the investors concerned unless these in- 


estors fully appreciate the implications of their purchases; 


(2) that the objectives set out in recommendation (1) should be attained 

by three principal methods, discussed separately in following sections: 

(a) restricting admission as salesmen to properly qualified persons, 
and applying requirements to the training they must undergo; 

(b) verifying that sales forces have available adequate supporting 
staff to supervise the salesman and to assist him with problems 
as they “arises and 

(c) applying requirements concerning procedures followed by the sales- 


man at the time of sale; and 


(3) that requirements designed to carry out the methods referred to in 
recommendation (2) should be so formulated that they will not prevent 


the continued effective and profitable operation of sales forces, 


Salesman Qualifications and Training 
Nil In paragraph 7.56 we propose that every salesman engaged in the public 


sale of mutual fund shares or units should be required to resisters 
such, This is also a requirement under present law, butithe repistravicon 7. 
quirement we propose would be substantially wider than that presently in effect. 
Tt would extend not only to the officers of registered organizations, buueaiee 
to persons associated with various financial institutions who are not presently 
required to register as salesmen. In view of the scope of this requiremen 
is appropriate to consider whether exemptions from it should be granted. The 
registration requirement is designed to facilitate the enforcement of rules 
which are formulated primarily for the protection of purchasers for whom mutual 
funds are unsought goods. It would therefore add little to the scheme of public 
protection to require the registration as salesmen of persons who sell only to 
purchasers for whom mutual funds are shopping goods. We have concluded that the 
administrators should be prepared to exercise their exemptive powers under the 


proposals in paragraph 7.19 in favour of such persons. 


ole 


i, 15 The conclusion that a salesman should not be subject to the registra- 
tion requirement if he caters exclusively to purchasers for whom mutual 
funds are shopping goods is easily reached but difficult to implement. The 
administrators must make determinations on a case-by-case basis, but we believe 
that they would ordinarily be justified in granting an exemption to all sales- 
men associated with any organization that satisfies two requirements: it has 
mo Salesmen “on the road"! to solicit purchases, and it levies no sales charge 
on shares or units sold. Such organizations would ordinarily appeal only to 
purchasers for whom mutual funds are shopping goods, although that would not 
always be true. The exemption should be withheld in cases where it is not true; 
for example, if the mutual fund pays a very large management fee which is par- 
tially used to compensate salesmen or if the distribution company conducts an 
extensive advertising campaign designed to appeal to purchasers for whom mutual 
funds are unsought goods. We comment in Chapter XVI on the application of this 


exemption to banks and trust companies. 


2,216 The first of the three methods for the control of salesmen proposed in 
the preceding section is to impose preconditions on their registration 
designed to ensure that they are properly qualified. This is an area upon 
which considerable emphasis is placed by securities administrators. An applica- 
tion for registration must include detailed information concerning the appli- 
cant's personal background. While no province imposes minimum educational re- 
quirements or requires applicants to have a specified amount of capital, most 
provinces review applications to detect any suggestion of lax ethical standards 
as manifested by past behaviour. Two additional restrictions, each of them 
controversial, are imposed in most provinces: salesmen are not permitted to be 
dually licensed for the sale of life insurance and mutual funds, and salesmen 
who work on a part-time basis are discouraged or prohibited. These restrictions 


are considered in the following two sections. 


ths 7 Important though the review made by administrators of the applications 
for registration may be, it cannot be as effective as a thorough 


screening applied by the organization which retains the salesman, In this as 
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in the other aspects of salesman control discussed below, we strongly en- 
courage the development and enforcement of high standards of conduct for sales- 
men. This should be done within the various sales organizations. The objective 
should be to have mutual fund salesmen view themselves, and be viewed by others, 
as professional persons subject to high ethical standards. Governmental re- 
quirements can enforce only a minimum standard of conduct. A prime example of 
this is the training experienced by mutual fund salesmen before they begin to 


deal with the public. 


eis In all except one of the provinces, newly registering mutual fund 
salesmen are required to take and to pass the Canadian Mutual Funds 
Course; the only alternative is to pass the Canadian Securities Course, a more 
extensive and difficult course designed for those who propose to participate in 
a general brokerage business. Some sales organizations supplement the Canadian 
Mutual Funds Course with training courses of their own; in a few instances, 
these courses attain a high standard and are of considerable benefit to sales- 
men. That is particularly true when they endeavour to provide information con- 
cerning mutual funds instead of concentrating entirely on sales techniques. In 
other cases, the Canadian Mutual Funds Course is the only training which sales- 
men receive, That course, while valuable, in our opinion represents a minimum 
standard. The development by more distribution companies, independent sales 
forces, and brokerage firms with mutual fund sales forces of their own supple- 
mentary training programmes, containing information about mutual funds and re- 
lated instruments, will be a necessary part of the drive towards professional 


standards for mutual fund salesmen, 


les LD The Canadian Mutual Funds Course was prepared and is administered by 
the Canadian Mutual Funds Association in co-operation with the admin- 
istrators; in paragraph 19.33 we comment on the role of the C.M,F.A. in the 
administration of the course as it applies to non-members of the C.M.F.A. ‘Two 
examinations are involved, The first, an easy test, is taken at an early stage 
and the administrator grants preliminary registration upon proof that it has 


been passed, The second examination is taken at the conclusion of the course. 
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Final registration issues upon passage of the second examination, provided that 
all other requirements have been satisfied. The provinces follow different 
policies on the maximum period that may elapse after the first test before the 
final examination is passed. The periods vary from six months to one year, ex- 


cept for one province which has no such policy. 


ah 20 The importance of educational requirements for mutual fund salesmen 

is) i.curm view, clear. )We have concluded that salesmen. should. con- 
Ginue to be required to take and to pass a prescribed course prior to receipt 
of full registration. The period elapsed since the institution of the Canadian 
Mutual Funds Course has not been sufficient to permit us to estimate its worth 
Bathe basis of, experience. We have reviewed the course and have concluded. that, 
while far from an intensive analysis of the industry, it is adequate for the 
purpose. However, the course should be kept under continuing review in the 
micht of experience, to ensure that it continues to reflect. current develop- 
ments and that the examination based on it constitutes an adequate standard for 


admission to the industry. 


eee During the period of between six months and a year which is permitted 
to lapse after the preliminary test until the final examination is 
taken and passed, the applicant for registration is permitted to sell shares 
br vunits to the public. The illogic of this arrangement is readily apparent. 
monic is desirable for investor protection that the course be taken at all, 
presumably the result is to deny some element of protection to investors who 
are approached by the salesman during the initial registration period. Our 
review of the content of the preliminary examination has convinced us that it 
is a nominal requirement. Anybody with the slightest understanding of a mutual 
fund should be able to pass it easily, and we do not believe that a person 
should be regarded as qualified to engage in public sales of shares or units 


merely because he has passed this preliminary examination. 


ee ec Ideally, the initial registration period should be discontinued and 
passage of the final examination made a precondition to authorization 
to sell. We have concluded that this should be the applicable requirement for 


any part-time salesmen to whom registration is granted under the proposals in 


S15 


paragraphs 14.37 to 14.40; such salesmen will ordinarily have another source 

of income and it should be feasible for them to take the full course and exam- 
ination prior) to registrations® Wesrecosnize therditiicultresmwhichiwouldane= 
sult for thermutual, fund industry fTrom the) extension, of athiserequirement 0 

all salesmen. <A serious financial burden would be imposed on the applicant, 

or on the distribution company, or on each of them. It would be necessary for 
the: applicant to be supported while he was engaged) an his studies, and the 
addition of the expense which this would require to that already necessary for 
registration fees and the costs of the Canadian Mutual Funds Course might well 
raise to an uneconomic level the initial financial burden involved in becoming 
a salesman. We have therefore concluded that the initial registration period 
should be retained for full-time salesmen, but that unless the preliminary test 
is made substantially more difficult, the period allowed to elapse between the 
two examinations should be reduced to three months. In addition, the review 

of orders proposed in paragraphs 14.45 to 14.46 should be made with particular 
care in the case of orders obtained by salesmen during the initial registravian 


perwod, 


Ie e3 We considered whether applicants for registration as salesmen should 
be required to satisfy any preconditions in 2.ddition tosceakingsam 
passing the training course. To assist us, we made use of the consumerssumye,, 
and other sources of information in an endeavour to ascertain whether there 
was any characteristic the presence or absence of which in a sales force or 
salesman would lead to “better™ sales, A comparison between purchasers from 
two, Large sales, forces,,one iof which had a lower turnover retio, a at eien 
average income per salesman and fewer part-time salesmen than the other, showed 
that there were differences between the two groups of purchasers which, while 
of interest, were not majom. Purchasers Irom cme former sales .orccsnac aa 
average, attained a higher educational and financial level than purchasers 
from the latter sales force, and the former group of purchasers were more likely 
than the latter to make comparisons prior to purchase. Some of these differ- 
ences were at least partially explicable by the fact that the two sales forces 


concentrated their activities in different geographical areas. Both groups 
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of purchasers appeared equally satisfied with their investments. Neither this 
nor other analyses we conducted enabled us to isolate characteristics that would 
lead to better sales. For that reason, we have concluded that the requirements 
outlined in preceding paragraphs are all that should be imposed by administra- 


tive authorities on applicants for registration as salesmen. 


th. 2h The conclusion that additional requirements should not be imposed by 
administrators on applicants for registration is not intended to imply 
that we regard the specific procedures we propose as adequate to screen out 
undesirable applicants. The sales organizations have an important role to per- 
form in the selection of salesmen. Perhaps their most important responsibility 
is to exclude salesmen who will remain for only a short period. These sales- 
men bend to effect sales only to their sfamily and friends before realizing 
Ghat they are not qualified to continuesas salesmen. They*lack the feeling of 
long-term commitment which is so essential for all participants in the securi- 
ties industry. They do not provide adequate continuing service for their 
clients, and they often do not receive adequate training and experience. sSecur- 
ities administrators have long endeavoured to discourage high turnover of sales- 


men; both they and the mutual fund industry should continue this endeavour. 
ip. aD For the reasons set out in this section, we recommend: 


(1) sothat»the administrators should be prepared to-exercise their power 
under paragraph 7.20, recommendation (6), to grant exemptions from 
the necessity to register as salesmen to those salesmen who sell ex- 
clusively to purchasers for whom mutual funds are shopping goods; in 
the absence of special circumstances which indicate a direct appeal 
to those for whom mutual funds are unsought goods, this should be 
considered to include all salesmen associated with any organization 
which satisfies the following conditions: 

(a) it has no salesmen "on the road" to solicit purchases; and 


(b) it levies no sales charge on shares or units sold; 


(2) that every encouragement should be given to the development within 


the mutual fund industry of standards of conduct for salesmen which 
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will result in their viewing themselves, and being viewed by others, 


as professional persons subject to high ethical standards; 


that to further the attainment of professional standards among sales- 
men, more sales organizations should develop training courses to sup- 
plement the Canadian Mutual Funds Course with additional information 


concerning mutual funds and related instruments; 


that applicants for registration as mutual fund salesmen should con- 
tinue to be required to take and to pass either the Canadian Securities 


Course or the Canadian Mutual Funds Course; 


that the Canadian Mutual Funds Course should be kept under continuing 
review for adjustment to reflect experience; it should reflect current 
developments and the examinations should constitute an adequate stan- 


dard for admission to the industry; 


that part-time salesmen, defined in paragraph 14.41 should not be per- 
mitted to sell mutual funds until they have completed and passed one 


of the courses referred to in recommendation (4); 


that full-time salesmen who take the Canadian Mutual Funds Course 

should continue to be granted temporary registrations which authorize 

them to sell mutual funds during an initial period after passage of 

a preliminary examination and prior to passage of a final examination; 

provided that 

(a) unless the preliminary examination is made substantially more 
difficult, the initial period should not be permitted to last more 
than three months; and 

(b) the review of orders proposed in paragraph 14.49 recommendation. 
(2)(b) should be conducted particularly carefully with orders 


received by a salesman during his initial period; and 


that administrators and, particularly, sales organizations should en- 
deavour to select salesmen who will feel a sense of long-term commit- 


ment to the industry, and to avoid high salesman turnover. 
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Dual or Multiple Licensing 


oh .26 Traditionally in Canada salesmen have been denied concurrent licenses 
to sell mutual funds and life insurance. This denial has been the 
result of policies of the provincial Superintendents of Insurance, in which we 
understand that they have been to some extent influenced by the position or &he 
life insurance industry that to permit mutual fund salesmen also to sell Lure 
insurance would result in a reduction of sales standards. This position and the 
reasons for it were stated as follows by the Life Underwriters Association of 


Canada, an association of life insurance agents, in its brief, to us: 


LUAC experience confirms that increasing levels of knowledge and 
training are necessary for a life insurance agent to become pro- 
fessionally competent in our current society. Moreover, continuing 
training and education are necessary to keep up to date with rapid 
changes and new developments. LUAC tries to provide this opportu- 
nity through periodic life insurance refresher schools and CLU 
seminars on a regional basis. The demanding and specialized role 
involved in being a competent life insurance agent is a prime rea- 
son for LUAC policy of opposition to dual licensing of agents to 
sell both life insurance and mutual funds. Any sudden opening of 
the gates to dual licensing would, in our opinion, result in chaos 
and the public would suffer. The least competent pertormers in 
each field would be the first to grab for the straw of dual licens- 
ing to supplement their inadequate incomes. The evils of switching, 
misrepresentation and unethical practices would surely increase.* 


Bh. < / In spite of the strong position taken in the quotation in the preced- 
ing paragraph, the next paragraph of the brief acknowledges that 
"opposing views exist even within the membership of LUAC although it appears 
the great majority are not in favour of dual licensing". The position set out 
in the brief of the Canadian Life Insurance Association, which represents life 
insurance companies, is somewhat similar although a different argument against 


dual licensing is emphasized: 


... A great majority of member companies remains convinced that it 
would not be in the public interest for the same person to be 
licensed to represent both a life insurance company and an inde- 
pendent mutual fund organization. In such a case, neither institu- 
tion would be able to ensure that the salesman would be satisfact- 
orily financed in the early years and adequately trained to provide 
sound, balanced advice to his clientele. 


However, member companies are reviewing the question of the same 
person being licensed to represent a life company and a mutual fund 
where these institutions are linked through a parent-subsidiary 


nnn nn me SEE EES SSSSS SESS nnn 


* The Life Underwriters Association of Canada, Submission to the Canadian 
Committee on Mutual Funds and Investment Contracts: (Don Mills, 1968) 
Pages 9-10. 
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relationship or third-party control. The survey indicated that if 

and when life companies were granted the power to have mutual fund 

subsidiaries, a number of companies - although still a minority of 

all members - would favour the same person being licensed to re- 

present a life company and a mutual fund linked in either of the 

above ways.’** 
14.28 In paragraph 14.23 we note our inability to identify any characteristic 

the presence or absence of which in an individual will serve to ident- 
ify him as a ‘good’ salesmanl Ihe “ability to betan effective "salesmar woulm 
seem to be a personality trait, unidentifiable by objective tests. Among the 
identifying characteristics we have considered and rejected is whether the 
salesman is exclusively engaged in the sale of a single product. Neither in 
logic nor on the basis of available evidence have we been able to ‘conclude that 
there is a significant correlation between a salesman'ts ability to service the 
public and the range of products he handles, except to the extent that’a posi-— 
tive correlation exists simply because the availability of a range of products 
provides the client with greater opportunity to choose. It is relevant that 
mutual fund salesmen have long been permitted to sell completion insurance on 
contractual plans, that investment contracts are sold by salesmen who also sell 
mutual funds;.s andithat individual varnable policies are sold by life insuraie. 


salesmen, We are not aware of any substantial problems which have arisen as 


a result of these-arrangements. 


Lee Dual licensing is in. our opinion a logical result of the groweh a: 
competition between the mutual fund and life insurance industries, 
which is itself only one example of competition among financial institutions. 
One result of the competitive position is the increasing availability of a 
variety of financial instruments: from a single source. tu iis*naturaliinas 
salesmen should wish to provide this type of service to their clients, » In the 
heading of this section the term "multiple licensing" is used; salesmen have 
already started to suggest that they should be permitted to sell other in- 
struments as well, and we recognize that this is also a logical development. 
Dual or multiple licensing "should =not, “in cur opinion; be “opposed=ineprinei a. 
by government, although care must be taken to provide adequate protection for 


* The Canadian Life Insurance Association, Submission to the Canadian Committee 
on Mutual Funds and Investment Contracts (Toronto, 1968) Page 35. 
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the investor. The proposals made in the remainder of this section relate 
specifically to dual licensing for mutual funds and life insurance, but we 
believe that similar approaches should be adopted for other types of dual or 


multiple licensing. 


Ye) During the months preceding the time of writing, a few of the pro- 
vwinewal puperinvendents o1 Insurance Nave accepted. the principle or 
dual licensing by granting licenses for the sale of life insurance to a few 
mutual fund salesmen, In doing so, the Superintendents of Insurance have re- 
jected the conclusions drawn by the life insurance industry from the arguments 
against dual licensing, but they have recognized the principles of these argu- 
ments through a rigorous approach in the determination of what salesmen should 
be dually licensed, The arguments relate to two principal points: the dif- 
ficulty in adequately training a salesman to sell two different products, and 
She difficulty in supervision if the mutual fund and life insurance organiza- 
Bios are separate. The first point has been recognized by careful selection 
of the salesmen to be dually licensed, restricting them to persons with good 
training and experience. The second point has been recognized by the limita- 
tion of ‘dual licensing to cases where the mutual funds and life insurance to 


be sold are issued by related organizations. 


La We have concluded that dual“or multiple licensing should be ‘permitted 
on a less restrictive basis thar that described in the preceding para- 
graph. An applicant for more than one license should be required to satisfy 
all the preconditions necessary for each license, in the form of training pro- 
grammes and other requirements. This means that the Canadian Mutual Funds 
Course would be a precondition, as would any course prescribed for life in- 
surance salesmen; such a course has been adopted in British Columbia, and work 
is in progress on similar courses in other provinces, Experience may indicate 
the desirability of a separate course which is designed specifically for sales- 
men who are to sell both mutual funds and life insurance, and the administra- 
tors should have authority to co-operate with the industries concerned in the 
development of such a course, and to impose a requirement that it be taken and 


passed as a precondition to dual or multiple licenses. 


yas 


theo Restrictions on dual licensing should also recognize the considera- 
tions advanced in the quotation from the brief of the Canadian Life 
Insurance Association in paragraph 14.27. The importance of those considera- 
tions, which relate to the control and supervision of salesmen, is accentuated 
by the emphasis we place on the role of supporting staff in paragraphs 14.42 
to 14.48. While it is apparent that divided responsibility for supervision of 
salesmen could make the regulatory function more difficult, we do not believe 
that this necessitates the restriction of dual licensing to cases where the 
organizations concerned "are linked through a parent-subsidiary relationship or 
third-party control", Such a restriction would effectively prevent salesmen 
for a mutual fund distribution company that did not have an associated life 
insurance company, or a life insurance company that did not have an associated 
mutual fund distribution company, from receiving dual licenses. This would 
put them at a serious, and in our view unnecessary, competitive disadvantage, 
Independent life insurance agents and independent mutual fund sales forces 
would be subject to a similar disadvantage. All of these organizations have a 


contribution to make, 


fe) ee The problem of supervision can be effectively resolved through the 
development of working relationships between organizations which are 
not linked by a parent-subsidiary relationship or through third-party control. 
Even where such a linkage exists requirements should be imposed to ensure that 
such relationships are developed; some organizations linked in these ways 
operate as completely separate entities. The arrangements between the organiza- 
tions concerned should establish responsibility for the control and supervision 
of salesmen in all aspects of their activities, so that no such responsiba lice 
would be overlooked as a result of "falling between two stools". They should 
also include arrangements to avoid problems in the sale to a purchaser of mutual 
funds and life insurance on an inadequately integrated basis. The potential 
problems range from the sale to a single purchaser of an endowment life in- 
surance policy and an insured contractual plan, investments which would rarely 


belong in a single portfolio, to minor problems of detail in the relationship 


Son 


between arrangements or policies which were adequately integrated in principle. 
Procedures to ensure that combined policies or arrangements are properly inte- 
grated will become an increasingly important function as available contracts 


become more complicated. 


oh. 3 Arrangements to carry out the objectives described in the preceding 
paragraph should be developed before a salesman is permitted to sell 
products issued by different organizations, even if those organizations are 
linked by a parent-subsidiary relationship or third-party control. The ex- 
istence of such arrangements should be established by documents consisting of 
letters or agreements to be kept in the files of the sales organization and 
available for inspection by the administrator. The documents should allocate 
responsibility for the training, control and supervision of salesmen so that 
both the mutual fund and the life insurance aspects of their activities will 
be adequately dealt with. They should also specify the combinations of life 
insurance policies and mutual funds which could be sold to a single purchaser. 
fm addition, they should describe the procedures to be followed so that pur- 
chases could be reviewed for the purposes described in paragraphs 14.46 to 
14.48. <Any other matters relevant to the relationship between or among the 


organizations concerned ought also to be dealt with in the documents. 


a. 35 We believe that the development of dual licensing is both inevitable 
and desirable, because of increasing competition among financial in- 
stitutions and because of the public benefit which will result from that compe- 
tition. The development of dual licensing will place additional burdens on 
administrators, sales organizations and salesmen, Responsible co-operation 
among them will ensure that these burdens are properly carried, and that no 
consequences detrimental to the public interest will result from the institu- 


Sion of dual licensing. 
14.36 For the reasons set out in this section, we recommend: 


(1) that government should not, in principle, be opposed to the develop- 


ment of dual or multiple licensing, provided that it is accompanied 


Sao 


by adequate safeguards for the protection of the public investor, 
The following recommendations relate specifically to dual licensing 
for the sale of shares or units of mutual funds together with life 
insurance policies, but similar approaches would be appropriate for 


other types of dual licensing and for multiple licensing; 


that, subject to recommendation (4), applicants for permission to sell 
both life insurance and mutual funds should, subject to the discre-= 
tionary power of the administrator to reject undesirable applicants, 
be accepted if they satisfy all the preconditions imposed for each 


type of qualification; 


that, if experience indicates the desirability of ayseparatescoumse 
designed for salesmen who are to sell both mutual funds and life in- 
surance, the administrators should have authority to work with the 
industries concerned in the development or such! aycoumse. anda 


require! thate appl veantes tom dual, Licenses takes ands passer iano 


that, before .aiduallyvlicensed salesman is»péermivveds to sé) lelite ag 

surance and mutual funds issued by different organizations, arrange- 

ments should be made between those organizations to deal with the 
following matters; such arrangements should be established by docu- 
mentation," inetherform of contracts or Tetters,, Keng in thestides 

of the sales organization concerned and available for inspection by 

the administrator: 

(a) the arrangements should allocate responsibility for all aspects 
of: the training,’ control and supervision of salesmen: 

(b) the sale to a purchaser of inadequately integrated policies or 
arrangements should be avoided through specification in the docu- 
ments of the policies or arrangements which could be sold in, com- 
bination; and 

(c) procedures should be designed for the review of transactions which 
seem inappropriate for the: purchasers concerned, im accordance 


with paragraph 14.49, recommendation (2), clause (b). 
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Part-Time Salesmen 


14.37 Canadian administrators are reluctant to accept applications for 
registration as salesmen from persons who intend to act as such only 


on a part-time basis. This reluctance is based in part on the experience of 


‘some of the larger sales forces which have encountered difficulties with part- 


time salesmen, and in part on disciplinary problems which have been experienced 


'by securities administrators. The feeling is that such salesmen lack the sense 


of long-term commitment to the industry which is so important in a salesman who 
is to operate effectively in the public interest. In addition, such salesmen 
are said to be more difficult to control because most of them have available 
another source of income and are therefore not so dependent on the continued 


effectiveness of their registration as is a full-time salesman, 


14.38 We have received submissions in favour of part-time salesmen which 
oppose the arguments summarized above. One submission, from an in- 
dependent sales force, supports such salesmen on the basis that they possess 
the following advantages: 
(a) he does not sell to "eat", hence he is not under pressure to sell 
and our experience is he/she sells better business; 


(bo) as a rule this person is retired or semi-retired professional person 
and is mentally well-equipped to learn the business; 


(c) from a company aspect, we have far less turn-over amongst our part- 
time people.* 
14.39 We have been unable to establish any significant correlation between 
the time a salesman spends at his work and the percentage of "good" 
sales he makes, and have concluded that there is no inherent defect in part- 
time salesmen; as with salesmen generally, their quality varies with the in- 
dividual, This conclusion is not surprising, given the variety of persons who 
Might wish to become part-time salesmen, The quotation in the preceding para- 
graph is largely based on experience with retired professional persons for 
many of whom the sale of mutual funds may only supplement an otherwise adequate 
income. In several provinces there has been favourable experience with resi- 


we 


* Isaac, 


Contracts on behalf of Great Pacific Management Co, Ltd, (Victoria, 1968) 
page 10. 
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dents of rural areas who have sold mutual funds on a part-time basis. On the 
other hand, obvious problems might result from the unlimited extension of the 


right to engage in part-time selling to any applicant. 


LO The development of a greater degree of professionalism among sales 
forces may ultimately result in a self-imposed limitation to salesmen 
who are engaged on a full-time basis in the sale of financial instruments. We 
have concluded that such a limitation should not be enforced by government. 
This does not mean that applicants for registration as part-time salesmen should 
be encouraged; in paragraph 14.22 we propose that one requirement be imposed on 
them which is more rigorous than that applicable to full-time salesmen, through 
the denial of the right to sell during an initial registration period prior to 
passage of the final examination. The sales organization and administrator 
concerned should consider carefully the merits and background of each applicant 
who does not propose to treat the sale of financial instruments as a full-time 
occupation, and should» besprepared to,exercise their authority stosreliusemiis 
desirable applicants. An important factor to be taken into account is the 
nature of the activities to be pursued by the applicant when he is not engaged 


in the sale of mutual funds. 
Liste For the reasons set out in this section, we recommend: 


that an application for registration as mutual fund salesmen should 
not be rejected merely because the applicant does not propose to 
treat the sale of mutual fund shares or units, alone or together with 
other financial instruments, as a full-time occupation, but that both 
the sales organization and the administrator concerned should care- 
fully consider the merits and background of the applicant, with 
particular reference to any other activities to be pursued by him. 

The Supporting Staff: the 

_Know-Your-Purchaser Rule 

Lede In paragraph 14.11 we state that the internal procedures established 

by the sales organization for the supervision of salesmen should be 


taken into account in the regulatory scheme. We there set out a quotation from 


S80. 


a submission made to us which comments on the importance of "competent people 
in every distributing company to back up the field salesman and provide expert 
advice and assistance in more complex cases”, It is apparent that a sales 
organization in which the supporting and supervisory staff is able and con- 
scientious will present far fewer problems for the administrator than will one 
in which each salesman functions independently without contact with his central 
staff other than to receive commission payments. The benefits which such an 
organization can provide for customers are equally apparent. The crucial factor 
is the staff, and a difficulty is that the staff is not directly productive; 
its members do not earn commissions, but must be paid salaries. It is there- 
fore understandable that many sales organizations are reluctant to support a 
staff of the size and quality necessary adequately to perform these responsi- 


bilities. 


1 OS Another obstacle to the assumption by sales organizations of responsi- 
bility for effective continuing supervision over their own salesmen 
is that, under present practice, salesmen are considered to be independent con- 
tractors with the sales organization rather than its employees, This is almost 
invariably the case with direct sales forces and independent sales forces; it 
is less frequently true with salesmen associated with brokerage firms, One 
advantage of this relationship is that it enables salesmen to deduct their 
sales expenses from taxable income in the computation of income tax, Our ob- 
servations indicate, however, that it detracts from the degree of continuing 
supervision over salesmen which we think desirable; if the legal relationship 
of salesmen with sales organizations were closer, the degree of supervision 
would be correspondingly increased. We do not propose that legislation should 
directly require a change in the legal nature of the relationship between sales- 
man and sales organization. Such a change may well, however, be an indirect 
consequence of the implementation of our conclusions in Chapter X concerning 
the legislative provisions necessary to prohibit retail price maintenance, For 
reasons indicated in paragraph 10.70, the direct sales force organizations may 
wish to treat their salesmen as employees in order to avoid the impact of those 
provisions. This may also be true of the independent sales forces. Such 


changes would, in our view, be desirable. 
Se, 


14.44 Some sales organizations have established competent and effective sup- 
porting staffs. Others, partly because of the two factors discussed 
above and partly because the rapidity of their growth has exceeded their ability 
to train staff personnel; have failed to’ do this. ‘Such supporting staffsiwilh 
become increasingly important with changes in the structure of the mutual fund 
industry and with the increasing complexity of the range of financial instru- 
ments available to the public. We have concluded that the administrator should 
have authority to refuse an application for registration from, or to suspend 
the registration of, any sales organization if it is apparent that the organi- 
zation lacks a staff adequate to carry out supporting responsibilities. This 
would apply to any sales organization which makes use of salesmen to sell shares 
or units..of mutual funds, be it la broker, vindependent isales@force for sdirect 
sales force. In the following paragraphs we elaborate on some of the principal 


responsibilities of the type of supporting staff we envisage. 


OES Regardless of the quality of a training ‘course given to atsalesman: 
questions or problems will sometimes arise when he deals with clients 
which he will not be qualified to answer. The salesman who purports to advise 
his customer on an estate plan as an adjunct to the sale of mutual funds can 
be a menace unless he is able to rely on expert assistance, The advent of dual 
and multiple licensing, which will be accompanied by an attempt to provide 
clients with all aspects of a complete financial service, will increase the 
number of cases in which expert assistance is necessary. The supporting staff 
of a sales organization should be able to provide or should have access to, 
such expert assistance. It should also institute procedures which will ef- 
fectively discourage salesmen from the attempt to advise clients on complicated 


legal and financial questions which the salesmen are ill-equipped to discuss, 


14.46 The most important continuing responsibility of the supporting staff 
should be for salesman training, considered in the wide sense. Not 

only should training programmes be given to the new salesman, but his perfor- 

mance Should be kept under continuing review. Both to assist in this review 


and, even more importantly, to guard customers against the consequences of 


528 


over-enthusiastic selling, procedures should be established to review all 
purchase orders obtained by salesmen, The purpose of this review would be to 
identify purchases which seem inappropriate for the purchasers concerned, Writ- 
ten confirmation of such purchases should be obtained from the purchaser, and 
they should be discussed with the salesman to ensure that he appreciates their 


implications. 


oA / The review of purchase orders we propose is an elaboration of a rule 
frequently called the "know-your-purchaser" rule, While we emphasize 
the role of the sales organization in the application of that rule, partial 
responsibility would inevitably be passed on to the salesman; in particular, he 
would have to obtain information concerning his customer on the basis of which 
the supporting staff could review the transaction, The review would not imply 
a "big brother" approach, under which purchasers would be arbitrarily limited 
to a certain type of investment deemed to be appropriate for them; if the pur- 
chaser fully understands the implications of an investment, he should be able 
to buy it regardless of whether it appears to conform to the normal standard 
for purchasers of his financial standing. On the other hand, where there is a 
significant deviation from the norm or where an investment seems inconsistent 
with prior investments of the same purchaser, it is reasonable to assume that 
he may not fully appreciate its implications and to consult again with him be- 
fore the transaction is implemented. The classical example of such cases is the 
twenty-year contractual plan purchased by an octogenarian, but countless other 


examples could arise. 


14.48 The "know-your-purchaser" rule is based on the principle that those 
engaged in the sale of securities to the public have a responsibility 
to ensure that the purchasers do not make investments which are plainly not 
desirable for them, or at least not without a full appreciation of the implica- 
tions. The weight of the responsibility varies with the nature of the securi- 
ties concerned; in the context of mutual funds, it is likely to be more onerous 
with most non-conventional funds than with most conventional funds. What is 


important is that the responsibility be accepted by the entire mutual fund in- 
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dustry, and not just by those sales organizations which presently have ade- 
quate supporting staff. Acceptance and implementation of this and the other 
responsibilities outlined in this section will result in great benefits-to the 


public and, at least in the long term, to the mutual fund industry. 
14.49 For the reasons Set out in this) seclicn ~we recommend: 


(1) that the administrator should have authority to refuse an application 
for registration from, or to suspend the registration of, any sales 
organization if it becomes apparent that the organization lacks a 
staff adequate to carry out supporting and supervisory responsibili- 
ties. For this purpose, “sales organization" would include any 
organization which makes use of salesmen to sell shares or units of 
mutual funds, be it a broker, independent sales force or direct sales 


force; and 


(2) that for purposes of recommendation (1) the supporting and super- 
visory responsibilities of a sales organization should include, but 
shoulde®net be* limited to; 

(a) the provision of expert assistance to salesmen so that adequate 
advice can be given to clients on technical matters beyond the 
scope of the salesmen'ts expertise, and the application of 
procedures designed to discourage salesmen from attempts to deal 
with such matters; and 

(b) the application of procedures to obtain relevant information from 
purchasers of shares or units and to review that information in 
order to determine whether there is reason to believe the invest- 
ment is inappropriate for the purchaser and, if that is the case, 
to obtain written confirmation from him before the transaction 
is proceeded with; such transactions should also be discussed with 


the salesmen concerned, 


The Prospectus and Summary Prospectus 
Cy A ® In paragraphs 14.07 and 14.08 we describe the importance we attach to 


information communicated to the purchaser by the salesman. If that 


information is not adequately integrated into the educational process designed 
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to result in effective competition, the process will almost certainly fail 

to succeed, We agree with the approach reflected by the existing regulatory 
structure, noted in paragraph 14.10, that the verbal content of the salesman'ts 
presentation cannot be effectively controlled and that emphasis must instead 

be placed on the documentation used, In that connection, it is necessary to 
distinguish between the prospectus and sales literature, The former is the 
document which must be filed with and accepted by the securities administrators 
in each province where sales are made; the latter includes all other material 
used in connection with the sales presentation, whether given to the proposed 
purchaser or merely shown to him, Traditionally, the former is a comparatively 
cumbersome and legalistic document which is little used in the sales process; 
the salesman's principal reliance in his attempts to persuade the customer is 


on sales literature and his verbal presentation. 


51 The most significant defect in the application of the regulations 
which presently govern the sales process lies in the small use made 
of the prospectus, Ideally, it should play an important role in every sale 
made by a salesman, It should supply potential purchasers with complete in- 
formation concerning the proposed investment in a comprehensible form, It 
should be received sufficiently early in the sales process to be of value in 
the investment decision, And, it should be used by the purchaser. None of 
these ideals is presently attained, The principal reason for this, the cumber- 
some and legalistic nature of the document, is mentioned above. We are not 
critical of those responsible for the format of prospectuses; their diffi- 
culties result from the attempt to accomplish two objectives which are, in our 
opinion, irreconcilable, On the one hand, they are told to design the pros- 
pectus so as to provide important information in a succinct and lucid form for 
the benefit of the purchaser who lacks a complete understanding of mutual funds, 
On the other hand, they are told to provide extensive information, including 
legal and financial details, to the more knowledgeable purchaser. The two 
goals are both desirable, but they are irreconcilable through the use of a 


Single document. 
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dite ie There is another reason why the use of prospectuses presently falls 

soutar short of the «ideal... This ws theanatures ot, thesnequirecmentetor 
their delivery to purchasers. While a prospectus must be delivered to any 
purchaser of shares or units who acquires them (as is almost invariably the 
case) in the course of their primary distribution to the public, the delivery 
need not be effected until late in the sales process, In Quebec the prospectus 
need not be delivered until the time of confirmation of sale or of payment for 
the purchased securities. In the provinces west of Quebec, the prospectus 
must be sent or delivered to the purchaser prior to the agreement of purchase 
or within two days thereafter, Salesmen in practice deliver the prospectus 
only after the sale has been agreed upon; our observations indicate that this 
is attributable not to a desire to conceal information, but to the belief that 
a complicated and technical document might confuse the purchaser. The result 
is that purchasers do not usually have an effective opportunity to consider 


the prospectus before the decision to purchase is made, 


TS The failure of the prospectus to satisfy its proper role leaves the 
field open for sales literature; this..is. particularly true since 
distribution companies have much greater freedom in the design and preparation 
of sales literature than is available to them with prospectuses. The controls 
applied to sales literature are minimal; a few securities administrators re- 
quire that distribution companies file it with them, but none subjects it to 
review on a systematic basis. Apart from a rule of the Canadian Mutual Funds 
Association discussed in paragraph 14.77 which prohibits the use of comparative 
information, no guidelines exist except for general anti-fraud requirements, 
Some distribution companies have maintained a high standard of sales literature, 
but others have taken advantage of the lack of controls in this area to pro- 
vide their salesmen with material that fails to put the information provided 
into its, proper ,context.,+,or iis: deficient) nsotherm respects... We comncniaon 
these problems at greater length in paragraphs 14.67 to 14.78, where we make 


specific proposals concerning the content of sales literature. 
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1.54 While implementation of the proposals in paragraphs 14.67 to 14.78 
would significantly improve the quality of sales literature, we have 
concluded that the importance and value of the role of the prospectus in the 
sales process must be increased, If this is to be done, each of the problems 
referred to above must be resolved, The prospectus must be made less cumber- 
some and legalistic, and it must be delivered at a stage in the sales process 
when it will be of real value to the purchaser, It is convenient to consider 
the latter objective first, and to contrast the prevailing procedure in Canada, 
described in paragraph 14.52, with that required in the United States under 
the Securities Act of 1933. In Canada, the prospectus is usually delivered 
after the sale is actually made; under the 1933 Act, the prospectus must be 
given to the potential purchaser prior to or together with the first other 
paece of written material he receives in connection with the transaction. In 
other words, the prospectus is the first, or among the first, and not the last 


of the documents received by the purchaser, 


i, 5B In principle, we prefer the approach of the Securities Act of 1933 to 
the prevailing Canadian requirement for prospectus delivery. We 

understand that technicaledifficulties: relating primarily tos distributions»of 
underwritten industrial securities prevented the adoption of the 1933 Act rule 
in Canada, Without commenting on these difficulties, we have concluded that 
they are not relevant to the case where the salesman initiates a solicitation 
to buy mutual fund shares or units, and that, subject to resolution of the 
problems concerning prospectus content, the 1933 Act rule should provide the 
basis for the applicable Canadian requirement. It does not require modifica- 
tion for application to unsolicited sales, because in such sales no document 
as delivered to the purchaser prior to the time of sale, so that it would 
ordinarily be possible to comply with the rule in such cases through delivery 


of a prospectus concurrently with the confirmation, 


14.56 Only two modifications in the 1933 Act prospectus delivery require- 
ment are, we think, necessary for its adaptation to the sale of mutual 
fund shares or units in Canada. The prospectus should be required to be deliv- 


ered prior to or concurrently with any document given or shown by or on behalf 
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of a salesman to the purchaser. Under the 1933 Act rule, advertisements are 
restricted because the prospectus delivery requirement treats advertisements as 
documents received by the recipients; that would not be true under our proposal, 
On the other hand, the 1933 Act rule only requires that a prospectus be deliv- 
ered prior to or together with the delivery of any other document; we would 
extend this to include the showing of any other document to the purchaser in 


connection with the proposed sale, 


LAF Our proposals concerning prospectus delivery leave unresolved the more 
serious question of prospectus content. The obvious way to improve 
the value of the prospectus in the educational process would be to simplify it. 
Here the irreconcilable goals noted in paragraph 14.51 must be considered, 
Simplification of the prospectus would not be possible unless the second of 
those goals, the provision of legal and financial information for the know- 
ledgeable purchaser, were abandoned, Yet there is a role, and an important 
role, to be played by a document which contains such information. That is 
emphasized by our own conclusions as to prospectus content in Chapter XV and 
in Appendix "E"; the implementation of those conclusions might well lengthen 
the prospectus rather than shorten it. Some solution must be found other than 
the abandonment of the attempt to provide full information in the prospectus, 
It issclear that a solution, is necessary ;searlier deliveryrofsthes prospectus 
in its present form would be more likely to frighten than to enlighten the 


purchaser for whom mutual funds are unsought goods. 


11.58 To assist us in our consideration of the role and content of pros- 
pectuses, we appointed a sub-committee of consultants composed of a 
former securities administrator, a mutual fund officer, and two lawyers with 
different backgrounds, This sub-committee unanimously recommended that a sum- 
mary prospectus should be delivered at an early Suarge in the sales proces. 
and that the requirement for delivery of the full prospectus should remain 
unchanged except that if the prospective purchaser requested the full prospectus 
the salesman should be required to deliver it forthwith. We adopt that recom- 


mendation; in our opinion, the combination of the summary prospectus and the 
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full prospectus permit each of the objectives described in paragraph 14.51 to 
be attained, although they are irreconcilable in a single document. Together, 
these prospectuses will meet the needs of the purchaser for whom mutual fund 

shares or units are unsought goods, as well as of the purchaser for whom they 


are shopping goods. 


14.59 The summary prospectus is a novel concept in Canadian securities 
legislation, and its implications merit careful consideration. We 
have concluded that it should be filed with and reviewed in conjunction with 
the full prospectus of each mutual fund, but that it should not attract the 
statutory civil liabilities that are attendant on the full prospectus. Were 
the statutory liabilities to be applied, the size of the summary prospectus 
would soon equal that of the full prospectus, as lawyers strove to include all 
relevant information. Such a result would be completely inconsistent with the 
objectives of the requirement. The summary prospectus would contain a summary, 
in clear and readable form, of the portions of the full prospectus which are 
of greatest importance to purchasers, It would differ considerably between 
mutual funds, and its format and contents should be discussed between the ad- 
ministrator and the mutual fund organization, The following sample text is 
intended only to exemplify the type of document we envisage. It is based on 
a non-conventional fund as a:more complicated situation; modifications would 
be necessary for conventional funds. A paragraph is included to exemplify the 
treatment of contractual plans, although under our proposals contractual plans 


would be prohibited for non-conventional funds. 
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SUMMARY PROSPECTUS 


TO THE PURCHASER: THIS CONTAINS IMPORTANT 
INFORMATION AND SHOULD BE CAREFULLY READ 


ABC FUND, LTD. 


(a non-conventional fund) 


This document contains important information concerning ABC Fund, Ltd. (the 
"Fund"), Much more information is provided in the full prospectus, of which 
this is’a summary. “Cross-—reterences aretmade tor the page numbers 1 tuce1 ten 
prospectus where more complete information is to be found. The representative 
or salesman who gives you this summary prospectus is required also to give you 
@ copy of the full prospectus on requesc. 


The purpose of the Fund, as of other mutual funds, is to enable you to inves 
in a diversified portfolio of investments. This is achieved through your pur- 
chase of shares; if you purchase on a lump sum basis, the money you pay, after 
deduction of __% for sales charges (unless you pay over $10,000, in which case 
the percentage is less) will be invested by the Fund. See below for a descrip- 
tion of other’ methods “of "purchase, 


Investment Objectives and Risk 


It is important for you to realize that the Fund takes risks in the pursnuie 

of maximum capital gains on a long-term basis; among the risks it assumes are 
those involved in investments in small companies without established earnings 
records, The fund is known as a non-conventional fund because it’ is permitted 
to, and often doés, borrow money Co dnuvest.. All of these practices emay si 
crease the degree of risk; while the acceptance of risk may improve gains made 
by the Fund, it may also result in tosses. You should Not invest. 10 titeemee 


tual fund with money you cannot afford to lose. See page 4 of the full pros- 
pectus for a more complete description of investment objectives and practices. 


Management and its Cost 


The Fund has an agreement with ABC Services Ltd., which organized the Fund. 
Under the agreement, that company supervises and directs the investment of the 
assets of the Fund and recommends the investments to be purchased or sold. For 
these services the Fund pays a fee of .5% of its average total net assets per 
year to that company; in. exchange, the Fund also receives office space, equip- 
ment and other administrative services. The Fund must pay its own legal and 
auditing fees, and for the preparation and mailing of annual reports. These 
costs have increased the total management expenses of the Fund, as a percentage 
of average total net assets, to .67%; .70%; .69%; .70%; and .71% for the years 
196L, 1985, 1966, 1967 and 1968 respectively. In addition, brokerage fees 

and income taxes are also paid by the Fund; these are not included in the 
management expense. See page 6 of the full prospectus for more information 

on management costs. 


536 


Results for the Past Five Years 


The following table shows the results of the mutual fund on a per share basis 
for the past five years. 


[This table should be on ao in accordance with Table 15-D which appears 
Biver paragraph 15.54. 


In considering this table, and particularly in comparing the information it 
contains with similar information for other mutual funds, bear in mind the 
following: 


(1) it may be misleading to assume that past investment results will be 
continued.in “the future: 


(2) in 1966, the senior investment manager of the Fund's investment ad- 
visory company resigned and was replaced by his former assistant; 


(3) the Fund is a non-conventional fund, and it would be misleading to 
compare its results with those of conventional funds or of other non- 
conventional funds with different investment objectives and prac- 
tices, without making allowance for differences between them, 


See pages 5 and 6 of the full prospectus for more information on these matters; 
detailed financial statements are provided on pages 8 to 10, 


General Attributes of the Shares 


By purchasing shares of the Fund, you will spread your risk of investment be- 
cause of the diversification of the investments made by the Fund, In addition, 
you will obtain professional management of your investment. You should note, 
however, that the presence of professional management of your investment does 
not necessarily mean that it will increase in value; it could decrease in value 
and the nature of the investment objectives and practices makes it unlikely to 
be a stable investment. The value of your shares is directly dependent upon 
the market value of the investments of the Fund which may increase or decrease 
from day to day. Finally, you can readily convert your investment into cash 
because your shares are redeemable at any time, at your option, at their net 
asset value. In certain circumstances after a redemption you may repurchase 
shares of the same value without sales charges. On the other hand, if your 
purchase is of over $50,000 and you redeem within six months you will be sub- 
ject to additional charges. 


wee pages 2 to 4. of the full prospectus for more information on these matters, 


Tax Position and Dividend Policy 


The Fund is taxed on the dividends it receives and on its other income at the 
ordinary rates for corporations under the Income Tax Act. While shareholders 
are entitled to deduct 20% of dividends received from their Canadian income 
tax, it is the Fund's policy to pay no dividends, Shareholders may be subject 
to a tax on a portion of the amount received on redemption as ordinary income, 
See pages 7 and 8 of the full prospectus for more information on taxes and 
dividend policy. 


How You May Invest 


You may invest in the Fund in any of the following ways. The method you choose 
should depend upon your personal investment needs, 


Lump Sum Investments 


You may invest a lump sum. The minimum amount is $300. The maximum sales 
charge, as mentioned above, is__% of the amount you pay; if you pay $10,000, 

will be invested in the mutual fund. The sales charge rate is reduced 
on purchases over $10,000. See page 2 of the full prospectus for a table of 
sales charges, 


Voluntary Plans 


You may invest a sum of money now and plan to make future investments whenever 
you desire. The minimum amount of the first investment is $200. Subsequent 
investments, which may be made as frequently or infrequently as you wish, may 
be as low as $100 each. The maximum sales charge is % of the amount invested. 
As with lump sum purchases,this sales charge is reduced as the total amount you 
invest increases. See page 3 of the full prospectus for more information, 


Contractual Plans% 


Under a contractual plan, you agree to invest an initial amount as low as $100 
and subsequent regular monthly investments as low as $20.00. Such investments 
may be scheduled for 10 or 20 years depending on the plan. The sales charges 
and service fees for investment in this way total 11% of the amount to be in- 
vested under the plan, assuming completion of all payments, 


Note that the costs are not deducted at the same rate from each payment. Be- 
tween 30% and 32% of the first thirteen payments are used to pay sales charges 
and service fees. Hence, it is obvious that less than 70% of the first thir- 
teen payments is utilized for the purchase of shares, Sales charges and ser- 
vice fees deducted from subsequent investments are substantially less, Can- 
cellation of your plan in its early stages will almost invariably result ina 
loss to you; the plan must be completed if the percentage deducted as sales 
charges and service fees is to be minimized. For these reasons, it is impor- 
tant for you to consider seriously your financial position and your ability 

to complete the plan before you commence it. 


See page 3 of the full prospectus for more information on contractual plans. 
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Regular Withdrawal Plans 


The regular ~withdrawal plan is designed to provide the investor with a stated 
amount of money on a regular basis, 


The plan requires an initial minimum investment of $1,000. The maximum sales 
charge is__% of the amount invested, This is a lump sum investment and the 
comments above concerning these investments apply here. 


Each month or at other regular intervals the Fund will pay you a stated amount 
of money. This money will be paid out of your investment in the Fund, the 
value of which will increase or decrease in accordance with the market value 
of the investments of the Fund and will increase by the net income earned by 
the Fund, 


The Fund will continue to make payments to you only as long as you continue to 
have an investment in the Fund, Such payments are not made for a guaranteed 
period, The prices of securities rise and fall periodically. Because of the 


hazards of adverse market fluctuations, you should exercise particular care 

*x This section is included for illustrative purposes despite the fact that 
shares or units of non-conventional funds could not be sold by contractual 
plans, 
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in selecting amounts for withdrawal. Such withdrawals should be consistent 
with your financial position and needs. 


The salesman or representative who gives you this document may explain the ad- 
vantage of dollar cost averaging in the purchase of shares. Before arranging 
a regular withdrawal plan, you should consider the fact that with such plans 
dollar cost averaging works in reverse; more shares are redeemed to make pay- 


ments when the market is low in price. See page 4 of the prospectus for more 
information on regular withdrawal plans. 


14.60 Delivery of the summary prospectus should be made to the proposed pur- 
chaser in compliance with the requirements outlined in paragraphs 
14.55 and 14.56, except that in cases where delivery need not be made pursuant 
to those requirements until after completion of the sale, the full prospectus 
could be delivered instead. This exception would operate to exempt unsolicited 
purchases from the requirement for delivery of the summary prospectus, an ap- 
propriate result since the unsolicited purchaser will ordinarily be one for 
whom mutual funds are shopping goods. In all other cases, the summary pros- 
pectus should facilitate the communication of important information to proposed 
purchasers. The cross-references to the full prospectus contained in the sum- 
mary prospectus should increase the extent of use of the latter document. We 
have considered whether the full prospectus should be delivered at or before 
the time of confirmation of sale in all cases, regardless of whether the sum- 
mary prospectus had previously been delivered. Our conclusion is that the 
full prospectus should be delivered except in cases where the purchaser speci- 
fically waives it by signing a declaration to that effect either affixed to 
his purchase order, or as a separate document signed at the same time. The 
declaration should state that he has reviewed the summary prospectus and does 
not require delivery of the full prospectus. The availability of this pro- 
cedure should result in a saving to distribution companies which take advantage 
of it, while effectively drawing the availability of the full prospectus to 
the attention of the purchaser. Delivery of the full prospectus would, of 
course, be required in cases where no summary prospectus was delivered because 


of the availability of the exception for unsolicited orders, 


ete 


lips6 For the reasons set out in this section, we recommend: 


(1) thatthe prospectus delivery requirement referred sto in the following 
recommendations should be a requirement for delivery of a prospectus 
or summary prospectus prior to or concurrently with the time that the 
first other written document is delivered or shown to the purchaser 
or proposed purchaser by or on behalf of the salesman; for purposes 
of this requirement, generally circulated advertising not specifically 
designed for the purchaser or delivered to him by or on behalf of the 
salesman would not be considered to be a written document delivered 


bo ‘thespunchasers 


(2) that there should be filed, together with each prospectus for mutual 
fund shares or units, a summary of the full prospectus which should 
briefly set out the most important information to the purchaser that 
is contained in the full prospectus with cross-references to pages 


in the full prospectus where more complete information »can be ound. 


(3) that the summary prospectus should be reviewed and accepted by the 
appropriate administrator according to a procedure similar to that 
followed with the full prospectus, but that statutory civil liabili- 
ties similar to those which relate to the full prospectus shouldence. 
arise from the failure to provide complete information in the summary 


prospectus; 


(4) that the summary prospectus should be delivered in compliance with 
the prospectus delivery requirement proposed in recommendation (1), 


except that in cases where the delivery would not be required until 


after the time of sale the full prospectus could be delivered instead? 


(5) that the salesman who delivers a summary prospectus pursuant to recom- 
mendation (4) should be required to supply the potential purchaser with 


a full prospectus forthwith on demand by the potential purchaser; and 


(6) that delivery of the full prospectus should be made at or before the 


time of confirmation of sale in all cases, regardless of prior delivery 
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of the summary prospectus, except to any purchaser who satisfies 

both of the following conditions: 

(a) he has received a summary prospectus in compliance with recom- 
mendation (4); and 

(bo) he has signed a declaration either affixed to the purchase order 
or as a separate document signed concurrently with the purchase 
order, which declaration states that he has reviewed the summary 


prospectus and does not require delivery of the full prospectus. 


Content of the Prospectus 
14.62 Our conclusion in the preceding section that summary prospectuses 
should be made part of the regulatory scheme applicable to mutual 
funds is based largely on our belief, expressed in paragraph LSS thatythte 
full prospectus cannot be made into a succinct and lucid document if it must 
contain the detailed information necessary for the knowledgeable purchaser. 
We arrived at this conclusion with considerable regret, and only after a) care- 
ful analysis of alternatives. It was largely dictated by the number of in- 
stances throughout this report in which we concluded that certain information 
should be disclosed in prospectuses. For the convenience of the reader, the 
recommendations, other than those which relate to financial disclosure, are 
summarized in Appendix "E", Our conclusions as to financial disclosure are 


set out in Chapter ave 


nh 63 Appendix "E" contains comparative references to Form 12 under The 
Securities Act, 1966 (Ontario). Form 12 sets out the content of a 
mutual fund prospectus under that Act, and has been adopted with minor changes 
in the Western provinces. We have concluded that it) shouldbe: adopted nation- 
ally, subject to the changes proposed in Appendix "E" and to the recommenda- 
tions on financial disclosure in Chapter XV. While Appendix "E"™ contains a 
number of specific recommendations in addition to a summary of those made in 
the text of the report, it does not represent the results of a complete review 
of Form 12. That form became effective only in 1967, and represented the re- 


sults of careful analysis at that time. We have confined our comments con- 


541 


cerning it to specific questions which arose in the course of our work; a com- 
plete review and reconsideration of Form 12 should await the results of further 


experience under the form as it is at present, with the changes we propose. 


14.64 The conclusion that prospectuses cannot’ successfully be transformed 
into simple and readable documents is not intended to imply that no 
attempt should be made to simplify them or to make them more attractive to 
readers. The development of the narrative prospectus has been a substantial 
step in this direction, and further such steps should be encouraged, In addi- 
tion, flexibility should be provided so that the prospectus can be made into 
an attractive sales document. With this objective, it should be permissible to 
include any material which would be acceptable under the guidelines for sales 
literature prepared in accordance with the proposals in the following section. 
Distribution companies should be encouraged to make use of the prospectus as 
sales literature so far as possible consistent with applicable legal require- 


ments. 


14.65 Mutual funds which invest exclusively in the shares or units of a 

Single other mutual fund require special consideration. Such mutual 
funds would be exempted from the restrictions applicable to funds on funds, 
under the proposal in paragraph 12.90. The arrangement whereby one mutual fund 
invests exclusively in the shares or units of another mutual fund is sometimes 
adopted to provide the purchaser with a selection between a dividend-distri- 
buting and an income-accumulating mutual fund on the basis of a single invest- 
ment portfolio, and is sometimes adopted in view of income tax or other con- 
Siderations to provide for the indirect investment by Canadians in shares or 
units of a United States or other foreign mutual fund. Regardless of the 
reasons for the arrangement, we have concluded that the prospectus of the mutual 
fund which invests exclusively in shares or units of a single other mutual fund 
should include full information concerning the latter, and concerning the in- 
come tax and other consequences of this method of investment. Comments on 


financial disclosure in these situations are made in paragraphs 15.70 to 15.72. 
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14.66 For the reasons set out in this section, we recommend: 


(1) that, subject to the changes which would result from the adoption of 
the recommendations in this report, Form 12 under The Securities Act, 
1966 (Ontario) should be adopted nationally to govern disclosure re- 
quirements in mutual fund prospectuses; the proposed changes in Formle 
other than those consequent upon the recommendations in Chapter XV, 


are summarized in Appendix "BE"; 


(2) that Form 12, as modified in accordance with recommendation he 
should be reviewed and revised after there has been adequate experi- 


ence under it in practice; 


(3) that the content of the prospectus should not be restricted to the 
material it is required to contain, but it should be permitted to in- 
clude other material which conforms to the guidelines for the content 


of sales literature developed in compliance with paragraph 14.79; and 


(4) that when a mutual fund is organized to invest exclusively in the 
shares or units of a single other mutual fund, the prospectus of the 
former mutual fund should include full information concerning the 
latter mutual fund and concerning the income tax and other conse- 


quences of this method of investment. 


Content of Sales Literature and Advertising 
07 While we anticipate that implementation of the proposals made in the 


preceding section will substantially increase the importance of the 
role played by the prospectus, we recognize that sales literature and adver- 
tising will continue to be the material principally relied upon by distribution 
companies. Here, and throughout this chapter, we use the term “sales litera- 
ture" to refer to any material (other than the prospectus and summary pros- 
pectus) designed for use in the presentation to a purchaser whether it is given 
to him or only shown to him; it would include not only the conventional printed 


material but also such devices as the record or the video-tape played to the 
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client. We use the term "advertising" to refer to material generally dis- 
seminated through the communications media, including television and radio com- 


mercials as well as newspaper and magazine advertisements. 


L468 The extent to which the content of sales literature and advertising 
should be controlled by regulatory requirements is one of the most 

controversial aspects .of regulation of the securities industry. qeewjigit any, 
participants in the industry would contend iwhatithere should theancerestrieti ors: 
at the very least, false, misleading or deceptive statements included in sales 
literature should be prohibited. On the other hand, it has been strongly argued 
that any sales literature should be permitted provided that it does not contain 
material which is false, misleading or deceptive, We regard this discussion 
and the decisions made on the basis of it as of great importance, because this 
material, particularly sales literature, in many cases provides the information 
upon which the purchaser relies to formulate his investment decisionyeyhesim- 
pression given by sales literature can far outweigh the effect of statements 


made in the prospectus, and may also outweigh the summary prospectus. 


14.69 In our consideration of the appropriate regulatory approach to ad- 
vertising and sales literature, we have been well aware of the con- 
flict to which regulatory authorities are always subject in this area, From 
one point of view, it might seem desirable to require that advertising sand 
sales literature be integrated within the regulatory scheme evolved to encour- 
age disclosure of relevant information, and be treated in a way similar to the 
prospectus. On the other hand, to adopt that approach could constitute a 
major intervention in the free operation of the industry and would be almost 
certain to put it at a competitive disadvantage. Particularly in view of our 
conclusions concerning summary prospectuses, we have concluded that the latter 
considerations should be given greater weight; it is important to allow the 
mutual fund industry the maximum flexibility in the creation of attractive and 
appealing advertising and sales literature. Our only major exception to this 


conclusion relates to non-conventional funds and is discussed in paragraph 14.77. 
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14.70 The decision that advertising and sales literature should not be 
treated in the same way as the prospectus is not alone sufficient 
to permit precise conclusions on whether a simple prohibitionscot’ falsey decep- 
tive or misleading material is enough, or more detailed restrictions are re- 
quired. To assist us in these conclusions, we obtained from distribution com- 
panies copies of their sales literature in current use, and we have studied 
both this material and newspaper advertisements; the restrictions applied by 
the Canadian Radio-Television Commission, noted in paragraph 10.39, have to 
date prevented advertising for mutual funds on those media. In our studies of 
advertising and sales literature, we have noted a number of practices that 
cause us concern. Some of these are prevalent, while others appear infrequent- 
ly, but all can convey a false impression to the reader who is not knowledge- 
able on financial matters, and sometimes even to the knowledgeable reader, The 


following are examples of the practices we have in mind: 


(a) the use of rate of return comparisons with stock exchange and other 
indices, based on dates which are apparently deliberately selected to 
show the mutual fund to best advantage; in some cases where a single 
piece of sales literature is used for associated mutual funds, the 
comparisons for the several mutual funds are based on different 
starting dates apparently for no reason other than to show each mutual 


fund as favourably as possible; 


(b) only rarely does sales literature which includes a comparison with an 
index include an adequate qualification concerning the relevance of 
investment practices or objectives, or other appropriate qualifica- 


ions; 


(c) historical records of rate of return often refer to very short periods; 
in some cases great emphasis is given to rate of return over a two or 
three month period, although such a period does not provide sufficient 


information upon which to assess the quality of investment management ; 


(d) in a number of cases management companies have organized and operated 


mutual funds for a period of time before the beginning of the sale of 


545 


their shares or units to the public, and have then given prominence 
to their rates of return attained during this "incubation" period; 
such a practice is deceptive because of the different constraints ap- 
plicable to investment managers before and after public sale com- 
mences, and because the management company could organize several mu- 
tual funds and "go public" only with the one which attained the high- 


est rate of return; 


(e) in many cases, estimates and historical statements refer to a 
specified amount invested, and do not make clear that sales charges 


would have to be paid in addition; 


(f) sales literature for mutual funds which have experienced a change in 
investment management often fails to refer to that change in histori- 


cal statements ol@ravesorwrectunn: 


(g) generally, historical statements of rate of return are often not 
properly qualified by a statement that it may be inappropriate to 


rely on them for predictions as to future rate of return; 


(h) special features of the investment objectives and practices of the 


mutual fund are often not emphasized; and 


(i) implications are made, apart from the historical records, that a high 


rate of return will be continued into the future, 


This list is intended only to exemplify the type of defects which concern us. 

In particular cases, many other problems appear. A complete statement of all 
the possible problems would be impossible, particularly since it is the over-all 
impression which is important and statements that are innocuous in themselves 
may sometimes be combined to lead to a misleading impression on the part of 


the reader, 


Liege We have concluded that a prohibition of false, misleading or decep- 
tive statements would be inadequate as a control over advertising and 


sales literature, The line between acceptable and unacceptable material under 
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such a vague test is so much a matter of judgment as to make the test almost 
worthless except in the most flagrant cases. More precise guidelines are re- 
quired; the problem cannot be adequately resolved through the obvious expedient 
of a requirement that all advertising and sales literature be filed with and 
approved by the appropriate administrator prior ivositspusess Phe sheertvelume 
of material involved would be sufficient to overwhelm even a large staff, and 
the problems of judgment to be made on such a large volume of material would 
tax a Solomon. It would, however, be desirable for the administrator to have 
authority to require a named person or company to file with him all sales lit- 
erature and advertising material at least seven days prior to its use. This 
power would provide a method to deal with the organization suspected of making 


use of improper material. 


ih Pee 2 The best remedy for the problems associated with advertising and sales 
literature would be found through the effective application of self- 
regulation within the mutual fund industry. Int fparagraphss)93823 totl?. a5 twe 
discuss the present status of self-regulation, and describe what we consider to 
be the preconditions to effective self-regulation, It is unrealistic to expect 
that such preconditions will be satisfied in the immediate future, and until 
they are satisfied it will be necessary for the administrator to pass on ques- 
tions of what is and what is not appropriate in advertising and sales litera- 
ture. Without reviewing all such material, he should be prepared to take ap- 


propriate action when deficient material comes to his attention, 


ie. 3 Regardless of whether the administration is performed by a governmental 
agency or by a self-regulatory industry association, we have concluded 
that guidelines are necessary to reduce the extent to which decisions will be 
matters of individual judgement. We are cognizant in this connection of the 
point made in paragraph 14.69 that maximum flexibility should be allowed for 
the creation of attractive and appealing advertising and sales literature. For 
that reason, the guidelines should be as liberal as possible, but they must em- 
body appropriate restrictions to prevent practices such as are listed in para- 


graph 14.70. In the United States, the Securities and Exchange Commission in 
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conjunction with the National Association of Securities Dealers has prepared 
a Statement! of Policy whichsisvadministeredt by thei NtAsS. Devsubjectetoraarigne 
of review in the S.E.C. We have studied the Statement, and have found that it 
deals with all the problems of concern to us, and a number of other problems 
which we have not noted in our study of advertising and sales literature but 
which should be encompassed within a set of guidelines, The requirements of 
the Statement may, however, be somewhat more restrictive than is necessary in 


tHiemvanaculanue ominescur 


CRU E6. In keeping with our belief that this is an area peculiarly appropriate 
for industry self-regulation, we have not attempted to design modifi- 
cations which would adapt the S.H,.C.-N.A.S.D. Statement of Policy for Canadian 
application, Any such modifications should, in our opinion, be prepared) by 
representatives of the mutual fund industry in consultation with the adminis- 
trators. The preparation should be commenced as a matter of urgency as soon as 
possible after publicationgotethistreport the Geb. CENT Aso. Deepelicy tabi 
should be adopted if it becomes apparent that the mutual fund industry will not 


be successful in the preparation of appropriate modifications. 


Lie. fs Exclusive reliance should not be placed on the Canadian Mutual Funds 
Association to represent the mutual fund industry in the modifications 
contemplated by the preceding paragraph. For reasons indicated in paragraph 
19.28 we do not consider the C.M.F.A. to be fully representative of the 
Canadian mutual fund industry. It should, of course, be represented, but in- 
dependent sales forces, brokers and mutual funds not-members of the» C.McF Ag) 
including trust company investment funds and United States mutual funds selling 
in Canada should also be represented. A group established with this representa- 
tion might well have the incidental beneficial effect of contributing to the 
long-term improvement of relationships among participants in the Canadian mutual 


Lunde industry. 


14.76 In the formulation of guidelines for application to mutual fund ad- 
vertising and sales literature used in Canada, one restriction should 


be avoided, The Code of Ethics of the Canadian Mutual Funds Association con- 
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tains provision that 


The making of comparisons with other mutual funds in sales literature, 

charts or mailing pieces is prohibited. 
In our opinion, this is an unnecessary restriction on competition. If one mu- 
tual fund is in fact superior to another, it should be permitted to say so. It 
could be contended that to permit such comparisons would result in a further in- 
crease in the emphasis on rate of return, but the guidelines applied in accor- 
dance with the conclusions in preceding paragraphs should contain provisions 
which would restrict such emphasis. It would, in our opinion, be in the public 
interest to permit distribution companies to make use of advertising and sales 
literature to point out differences in management fees or sales charges, or a 
prolonged difference in rate of return. The S.E.C.-N.A.S.D. guidelines contain 
restrictions designed to avoid abuses in this type of comparison, and similar 


restrictions should be included in guidelines for Canadian use. 


Dies | f In order to implement the general policy that non-conventional funds 
should not be sold to purchasers for whom they are unsought goods, we 
have concluded that more rigorous restrictions should be applied to advertising 
on behalf of such mutual funds. The content of their advertisements (but not 
of their sales literature) should be restricted to the name of the mutual fund 
concerned; an address. from which further information may be obtained (a tele- 
phone number should also be permissible); the name of its management company; a 
brief statement of its investment objectives and practices; and the most recent 
offering price (net asset value per share or unit plus applicable sales charges). 
This restriction is not unduly onerous, since many mutual fund advertisements 
contain only that much information even without the restriction, and it would 
prevent the sale by advertising of non-conventional funds on the basis of rate 


of return. 


i Apa sss In spite of our recognition of the fact that the principal focus of 
attention in the salesman-purchaser flow of information must be on the 
material used, we have concluded that the salesman should be prohibited from the 


use of information verbally which would not be permissible if used in writing. 


DAI 


He should therefore not be permitted to include in his oral presentation any 


material that would be prohibited from advertising and sales literature under. 


the proposed guidelines. Because of the problems of proof involved, breaches 


of this requirement should not result in civil liability unless the statements 


made amounted to fraud. They should, however, subject the salesman to disci- 


pline by his own sales organization or by the appropriate administrator. 
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(1) 


For the reasons set out in this section, we recommend: 


that for the purposes of the following recommendations, the term 
"sales literature" includes all material (other than prospectuses and 
summary prospectuses) designed for use in the presentation to a pur- 
chaser, whether it is given to him or shown to him, and includes 
records, video-tape and similar material as well as written matter; 
Nadvertising" includes all sales material, generally disseminated 
through the communications media, including television and radio com- 


mercials as well as newspaper and magazine advertisements; 


that the administrator should have authority to require any named per- 
son or company to file with him copies of all advertising and sales 
literature to be used by such person or company at least seven days 
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that, apart from cases where requirements are imposed under recommenda- 
tion (2), administrators should not review advertising and sales liter- 
ature in order to approve such material; they should, however, be pre- 
pared to take appropriate disciplinary steps when unsatisfactory 
material comes to their attention, but should delegate this responsi- 
bility to the maximum feasible extent to any effective self-regulatory 


body which may develop; 


that guidelines should be prepared upon the basis of which decisions 
may be made concerning the adequacy of advertising and sales literature; 
such guidelines should be based upon the Statement of Policy formulated 


in the United States by the Securities and Exchange Commission and the 
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National Association of Securities Dealers Inc., but should contain 
appropriate modifications proposed by representatives of the Canadian 


mutual fund industry working with the administrators; 


that the modifications referred to in recommendation (4) should be 
prepared as soon as possible) after publication of this report. by a 
group which should include representatives of all affected segments of 


the Canadian mutual fund industry; 


that if it becomes apparent that the group referred to in recommenda- 
tion (5) will not be successful in the expeditious preparation of 
appropriate modifications, the guidelines adopted should be the same 
asethose sin the S.bsC.-NeAsS.D. Statement of Policy referred to in 


recommendation (4); 


that the guidelines adopted should permit comparisons among mutual 


funds subject to appropriate restrictions; 


that advertising, but not sales literature, of non-conventional funds 

should be restricted to the following content: 

(a) the name of the non-conventional fund; 

(bo) an address from which further information may be obtained; a 
telephone number should also be permissible; 

(c) the name of the management company of the non-conventional fund, 

(d) a brief statement of the investment objectives and practices of 
the non-conventional fund; and 

(e) the most current offering price of shares or units of the non- 


conventional fund; and 


that salesmen should be prohibited from making, in their oral presenta- 
tions, statements the inclusion of which in sales literature would be 
prohibited under the guidelines; unless the statements made are fraudu- 
lent, violation of this prohibition should not result in a statutory 
civil liability, but should subject the salesman to disciplinary pro- 


ceedings. 


Bat 


Calling on Residences and "Switching" 


14.80 A number of aspects of salesmen's activities which are only indirectly 
related to disclosure made to potential purchasers have attracted 
legislative attention in Canada. Perhaps the most controversial of these is 
the practice of calling oneresidences.oWMost obithesprovincesspronibitesecm.. 
ties salesmen from telephoning or visiting the residences of potential pur- 
chasers in order to solicit sales. All provide for excepuions from tniisspre— 
hibition, although the exceptions difiler between provinces. Those contained 
in section 67(2) of The Securities Act, 1966 (Ontario) are typical. -That 
sectionppermitsecalls hontchnesresidéences Ghiclosespersolak friends bua mieses 
associates, and persons on whose behalf the salesman has been in the habit of 
trading in securities. It also permits calls at the residences of persons who 
have requested in writing that information be supplied to them with respect to 


the security being sold. 


Tape cal The prohibition against calls on residences is strongly opposed by many 

securities salesmen, but particularly by those who sell mutual fund 
shares or units. The latter contend that the prohibition puts them at a com- 
petitive disadvantage by comparison with life insurance salesmen, who are sub- 
ject to no such prohibition. The arguments against the prohibition have been 
recognized in somevprovinces, which have modified it for all Securities sale. 
men without specific reference to mutual fund salesmen. In Alberta and New 


Brunswick, the prohibition is only operative when the administrator determines 


by order that it should apply to a specified person or company. in Manivtebee 
an exception is provided for telephone calls that are solely for the purpose of 


making an appointment. 


14.82 The. purpose of the prohibition against calls on residences is, pre= 
sumably, to prevent persons from being troubled at home by unsolicited 
calls from securities salesmen. The historical antecedent of the section is a 
provision added in 1928 to the Companies Act of England, which prohibited any 
person from going from house to house offering shares for subscription. That 


provision was adopted pursuant to a recommendation of a Committee of the 
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Board of Trade.* The Committee made the recommendation as an alternative to 
the licensing of salesmen, which it specifically rejected. The section has been 
carried on in modified form from that time, but since the adoption of licensing 
requirements in England it has not received the degree of importance in that 
country which it has in Canada, Without expressing any opinion as to the desir- 
ability of the prohibition in its application to other types of securities, we 
have concluded that it is unnecessarily rigorous in the context of mutual funds, 
14.83 Oretreasonef or four conclusion as totthe™ prohibition of.callse%on *resi- 
dencées“is that it is®difficult or impossible to’ enforce ‘adequately. 
This is clearly shown by experience of the various securities commissions. In 
addition, our observations indicate that many mutual fund salesmen ignore the 
prohibition, and few of them are ever reprimanded for doing so. Another factor 
which has influenced our decision is that no similar prohibition is applied to 
salesmen of life insurance or of investment contracts, yet complaints are rarely 
heard from persons who are called at home by these salesmen. In addition, it 
is important that the section was evolved largely to deal with the "hawking" of 
highly speculative securities, and very few mutual funds are speculative securi- 
ies within the intent of the original prohibition. 
14.8 The reasons for our conclusion that a general prohibition of calls on 
residences is unnecessary, as set out in the preceding paragraph, are 
supported by a further reason which relates to the impact on the sales process 
of such a prohibition. It involves the danger that salesmen will be prevented 
from effecting sales outside the narrow circle of their family and friends. This 
could increase salesman turnover and reduce the degree of long-term commitment 
felt by salesmen. In addition, it could lessen the effectiveness of competition 
among sales forces. We have reached no conclusion as to whether these conse- 
quences in fact result at present from the prohibition, although it is of 
interest that 56.1% of contractual planholders and 59.0% of lump sum purchasers 
interviewed in our consumer survey reported that the salesman was a relative, 
friend or acquaintance. Whether or not the prohibition in fact increases turn- 
over, it could well have that result; if it did, its effect would be harmful 


* Board of Trade Departmental Committee on Company Law Amendment 
(London, 1925-26); Command Paper 2657, 
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14,485 While we have concluded that the prohibition against calls on resi- 
dences as it applies to mutual fund salesmen should be abandoned in 
favour of emphasis on supervision over salesmen and other controls proposed in 
this chapter, we think that it may be helpful in some circumstances for the 
appropriate administrator to have authority to order that the prohibition be 
made applicable to a specified person or company, or to require compliance by a 
person or company with certain conditions if it is to have the continued benefit 
of the exemption. This is the approach adopted in Alberta, and we have con- 
cluded that it should be made of general application. It will provide an ef- 
fective method to deal with any instance in which a salesman or sales organiza- 
tion abuses the privilege of calling on residences. The power of prohibition 
will, we trust, be sparingly exercised, for the salesman subject to such a 


prohibition will be put at a significant competitive disadvantage. 


WAR sie Another area of concern with sales techniques is the practice commonly 
known as "twisting" or "switching". The former expression is commonly 
used in the context of life insurance, and the latter expression in the context 
of mutual funds. Each expression refers to attempts by salesmen to persuade 
clients to sell, redeem or cancel their arrangements with other organizations 
in order to effect a purchase from the salesman, usually with a resultant dupli- 
cation of sales charges. Twisting, in the context of life insurance, i6epnGe 
hibited by statute in the legislation of the provinces. Switching, in the 
context of mutual funds, is disapproved by most sales organizations and is sub- 
ject to a specific prohibition in the code of ethics of the Canadian Mutual 
Funds Association, but is not prohibited by statute. We have had submissions 
made to us, particularly by the Life Underwriters Association of Canada, that 
a statutory prohibition should be enacted which would extend to cases where the 
salesman persuades the client to terminate life insurance in order to buy mutual 


funds, or the reverse. 


LULA? We recognize that twisting or switching is an abuse in most cases, for 
the client is penalized in sales charges without a commensurate in- 
crease in the quality of his investment. However, cases can readily be en- 


visaged in which the client would benefit from a liquidation of one investment 
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and its transfer to another even at the expense of a duplication of sales 
charges. This is particularly true of a transfer between equity instruments 

or between an equity instrument and a debt instrument (or the reverse). We 
therefore do not feel that a prohibition of twisting or switching is appropriate. 
Instead, we have concluded that a salesman should be subject to suspension in 
any case where, in a transaction involving mutual fund shares or units, he 
persuades a client to liquidate an investment to purchase another investment 
with consequent duplication of sales charges, unless he can establish that he 
first fully advised the client on all the implications of the proposed trans- 
action. This should be one of the matters considered by the staff of the sales 
organization in its review of transactions in accordance with the suggestions 


in paragraphs 14.46 to 14.48. 


14.88 Calls on residences and twisting or switching are only two of a host 

of sales practices the merits of which are the subject of controversy. 
We have concluded that it is not feasible to attempt a complete review of all 
such practices; it is true of most of them, as of the two considered in this 
section, that their merits vary from case to case. Only a sense of proper busi- 
ness conduct and a high ethical standard on the part of the individual salesman, 
and support from a staff with similar standards, can effectively avoid improper 
sales practices. We have concluded that the existing regulations applicable 
to salesmen and sales practices are adequate and should be preserved. The 
administrator should continue to have authority to deal with alleged improprie- 


ties on a case-by-case basis. 
14.89 For the reasons set out in this section, we recommend: 


(1) that the prohibitions against calling on residences imposed by the 
securities legislation of most provinces should be made inapplicable 
to salesmen who call in order to sell mutual fund shares or units; 
provided that the appropriate administrator should have authority 
(which should be sparingly exercised) to apply the prohibition to a 
specified person or company and should also have authority to make the 
continued availability of the exemption to a person or company subject 


to compliance by it with specified conditions; 
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(2) that a salesman should be subject to suspension in any case where, 
in a transaction involving mutual fund shares ‘or units, he persuades 
a client to liquidate an investment in order to purchase another in- 
vestment with consequent duplication of sales charges, unless the 
salesman can establish that he first fully advised the client on all 


the implications of the proposed transaction; 


(3) that the review procedure recommended in paragraph 14.49, recommenda- 
tion (2), clause (b), should be so designed as to detect transactions 
of the type described in recommendation (2) and to determine whether 


they are appropriate for the purchaser; and 


(4) that, except to the extent that changes are required to implement the 
above recommendations and other recommendations in this report, the 
existing regulations applicable to salesmen should be preserved, in- 
cluding the power of the administrator to deal with problems on a case- 


by-case basis. 


Confirmation of, Purchases 
LS90 The confirmation mailed to the purchaser of shares or units following 
the transaction is of considerable importance to thessales process; 
for it’ provides*himéwith» his written record of the relevant facts *concerninge tne 
purchase. Its importance will be accentuated by the implementation of the pro- 
posals made in the following section, where we suggest that the time of receipt 
of the confirmation should be determinative of the period during which rescis- 
Sion rights will be available. The practices followed in the confirmation of 
purchases ‘at present.vary “considerably s)°Brokers ordinarily provider theiz 
clients with information similar to that required to be provided on confirma-— 
tions for securities traded in the secondary markets. Distribution companies 
and independent sales forces usually send the purchaser a document which sets 
out the purchase price and indicates (often to the fifth place of decimals) the 
number of shares or units acquired. In most, but not all, cases the confirma 
tion also indicates the price per share or unit at which the investment is made. 


Information supplied concerning purchases under contractual plans is similar. 
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14.91 We have concluded that it is desirable to specify the minimum amount 

of information which must be provided to the purchaser of mutual fund 
shares or units in a confirmation of his transaction, Similar requirements have 
long been applied to brokers, and their existence prevents the temptation which 
might otherwise exist to mask the portion of the purchaser's payment deducted 
for sales charges or commissions. The latter point is of particular importance 
in the context of mutual fund shares or units, since their quoted prices include 
Bales charges, and the sales charges are determined as a percentage of the 
amount paid by the purchaser rather than as a percentage of the amount actually 
invested. While, for reasons indicated in paragraphs 10.41 to 10.44, we approve 
Ot the continuance of this practice, it may sometimes prevent the purchaser from 
Betull appreciation of the impact of sales charges. The requirements as’to 
confirmations which we propose should avoid this consequence, and the rescission 
rights proposed in the following section will enable the purchaser to rescind 
the transaction if he decides against it in light of the information contained 


in the confirmation. 


th. Ge The differences between purchases under contractual plans and those 

made on a lump sum basis necessitate separate treatment of the two. As 
to lump sum purchases, we have concluded that the sales organization concerned 
- broker, independent sales force or distribution company - should be required 
to send or deliver, promptly, a confirmation which provides at least the 


following information: 
(a) the amount paid by the purchaser; 


(b) the amount deducted by way of sales charges or service fees and, 


separately stated, any other deductions; 
(c) the price per share or unit at which the purchase was effected; and 
(d) the number of shares or units purchased. 


The confirmation should also state the name of the salesman, if any, concerned 
in the transaction. Corresponding requirements applicable to other types of 


securities transactions in several provinces permit the use of an identifying 
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number for the salesman, if the customer can obtain his name on demand. We have 
concluded that, in view of the long-term nature of the commitment involved in 

the purchase of mutual fund shares or units, and the importance to the customer 
of adequate service from the salesman, this alternative should not be available 


and the name should be included on the confirmation. 


11 RS With purchases made under contractual plans, we think it necessary to 
distinguish between the confirmation of the initial payment and the 
confirmations of subsequent payments. In paragraphs 2.25 and 2.26 we describe 
the differences between traditional contractual plans and prepaid sales charge 
contractual plans, and we distinguish between them in the conclusions reached 
in paragraphs 10.94 to 10.124. The confirmation of the initial payment made 
under a traditional contractual plan should include all the information listed 
in the preceding paragraph. It should also include a brief explanation, suit- 
able for subsequent reference by the purchaser, of the manner in which sales 
charges are to be deducted from subsequent purchases. The confirmation for the 
initial payment under a prepaid sales charge contractual plan should indicate 
the amount paid, and should clearly specify that no portion thereof has yet 
been invested on behalf of the purchaser. It should contain an explanation of 
the deductions to be made from subsequent payments similar to the explanation 
required with front-end load contractual plans, but the explanation should also 
deal with the manner in which the initial payment is to be allocated to invest-— 


ments in the mutual fund. 


ie. tie With both types of contractual plans, the purchaser should receive a 
confirmation for each payment after the initial payment that would 
contain, in addition to the information contemplated by paragraph 14.93, a 
statement of the total number of shares or units acquired under the plan up to 
and including the current payment. This will assist the purchaser in his under- 
standing of the status of his investment. In the case of prepaid sales charge 
contractual plans, the confirmations for subsequent payments should also indi- 
cate the status of the initial payment and the portion thereof allocated to the 


payment with respect to which the confirmation is sent. 
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14.95 In paragraph 14.104 we conclude that, for purposes of the application 
of rescission rights, periodic payment plans which are subject to a 
termination fee in excess of ordinary sales charges should be treated as con- 
tractual plans. In order to permit the purchaser to understand the implications 
of such plans, the confirmation of the initial payment should include a clear 
statement of the termination fee and of the circumstances in which it will be 


imposed. 
14.96 For the reasons set out in this section, we recommend: 


(1) that the sales organization - broker, independent sales force, or 
distribution company - which effects a sale of mutual fund shares or 
units on a lump sum basis should be required to send or deliver to the 
purchaser, promptly, a confirmation which contains at least the follow- 
ing information: 

(a) the amount paid by the purchaser; 

(b) the amount deducted by way of sales charges or service fees and, 
separately stated, any other deductions; 

(c) the price per share or unit at which the purchase was effected; 

(d) the number of shares or units purchased; and 


(e) the name of the salesman, if any, concerned in the transaction; 


(2) that the sales organization which effects a sale of mutual fund shares 
or units on the basis of a traditional contractual plan of the type 
contemplated by paragraph 10.125, recommendation (3) should be required 
to send or deliver to the purchaser, promptly, a confirmation of the 
initial payment which should include all the information contemplated 
by recommendation (1) and should also include a brief explanation, 
suitable for subsequent reference by the purchaser, of the amounts of 


sales charges to be deducted from subsequent purchases; 


(3) that the sales organization which effects a sale of mutual fund shares 
or units on the basis of a prepaid sales charge contractual plan of the 
type contemplated by paragraph 10.125, recommendation (4) should be 


required to send or deliver to the purchaser, promptly, a confirmation 
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of the initial payment which should contain all the information con- 
templated by recommendation (2) and should also explain how the initial 
investment is to be allocated to subsequent investments in the mutual 


fund: 


(4) that the sales organization which effects a sale of mutual fund shares 
or units on the basis of a periodic payment plan subject to a redemp- 
tion tee should be required -to “send or deliver to the purchasers 
promptly, a confirmation of the initial payment which should include 
all of the information contemplated by recommendation (1) and should 
also include“a clear statement ofthe termination fee and ol theseiae 


cumstances in which it will be imposed; and 


(5) that the organizations referred to in recommendations (2), (3) and (4) 
should be required to send or deliver to the purchaser, promptly, se 
confirmation of each payment made under a contractual plan after the 
initial payment; such a confirmation should include the information 
contemplated by recommendation (1) and should also include a statement 
of the total number of shares, or) -units acquired, under ther contractues 
plan to that tame; in addition, the, confirmation for, cach payment aiver 
the, initial ~payment: on a prepaid sales charge contractual, plan shoula 
indicate the status of the initial payment and the portion thereof al- 
located to the payment with respect to which the confirmation is pre= 


pared. 


Rescission Rights 
Thy so7 lt;.is) obviously? desirable: for) the) investor tomeciverseri ous considera. 
tion to his investment decision. Yet, as Table II-D (which appears 
after paragraph 2.43) indicates, more than half of those interviewed in our 
consumer survey made: their investment decision) in thescourse: of the Lirst interes 
view with a salesman. This tendency of purchasers to make up their minds quick- 
ly, perhaps without taking all the relevant facts fully into account and perhaps 
when subject to the enthusiasm conveyed by an expert salesman, has long been of 


concern to legislators. The concern applies not only to mutual funds but alee 
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to other securities and to consumer goods sold by sales forces. In an attempt 
to provide an opportunity for sober second thoughts, reliance is increasingly 
placed on rescission rights. The rescission of a transaction, technically, 
involves the restoration of each party thereto to his original position, as if 
the transaction had not taken place. However, when rescission is effected pur- 
suant to a statute the provisions of the statute determine the precise nature 
Or the remedy. The theory which underlies rescission rights as part of the 
regulatory scheme applicable to sales made by salesmen is that to grant to the 
purchaser the legal right to demand that his transaction be rescinded within 

a specified period after its implementation, will provide him with a meaningful 


opportunity to reconsider the original decision. 


14.98 nescisston is presenvly*avallable as of right) to Canadian mutual’ fund 
investors in two principal situations; in addition, distribution comp- 
anies sometimes grant rescission on a voluntary basis to dissatisfied purchasers 
who have no legal right to demand rescission. The first type of rescission 
available as of right arises under the applicable securities legislation of 
Ontario and the Western provinces, except British Columbia, and is integrated 
Wath the requirement of prospectus delivery. The purchaser has the right to 
rescind the purchase within two business days after receipt by the purchaser 
of the prospectus; if the prospectus is received two or more business days prior 
to the purchase, he has no rescission right after the purchase. This arrange- 
ment is designed to provide an opportunity to consider the contents of the 
prospectus before becoming bound by the transaction. It is available to mutual 
fund purchasers in common with other purchasers of securities. in the course of 


primary distribution to the public. 


14.99 The second situation in which rescission is available to Canadian mu- 
tual fund investors as of right is the 30-day right provided to pur- 
chasers of contractual plans. This right is not available by statute, but as 
a result of a self-regulatory requirement of the Canadian Mutual Funds 
Association and of policies adopted by securities administrators. The C.M.F.A. 


rule, which is representative of those applicable with most mutual funds, re- 
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quires that a contractual plan purchaser be advised "that the amount of his 
initial investment will be promptly refunded to him in full upon receipt) of his 
written request made within thirty days after the date of the signing of the 


application",* A similar rule applies to plans subject to; termination; fees: 


14.100 Precise information on the extent of use of the two types of rescission 
rights was difficult to obtain because few, if any, distribution com- 
panies keep accurate récords as to the frequency of their use. The diliiculiies 
were accentuated with the two-day right, which came into effect in Ontario only 
shortly prior to the distribution of our questionnaires and was only subsequent- 
ly adopted in Alberta, Manitoba and Saskatchewan. Available information indi- 
cates that the thirty-day rescission right is exercised with between 3% and 4% 
of contractual plans sold. The extent of use of the two-day rescission right 
is much smaller, but this may well be attributable to the brevity of the period 


during which the right is available. 


die LOD We have concluded that rescission rights play an important role ina 
scheme of investor protection. There are, however, a number of changes 
we believe to be necessary in the rescission rights presently available to 
purchasers if they are to be fully effective in the context of mutual funda. 
One change is in the determination of the period during which the right of 
rescission is available to the purchaser. We regard neither the time of 
delivery of the prospectus, presently the determining factor for the two-day 
rescission right, nor the time of signing the application, presently the 
determining factor for the thirty-day rescission right, as the ideal determinant. 
We comment in preceding sections of this chapter on the scant value of the 
prospectus for many investors; we are doubtful that even the introduction of 
the summary prospectus will improve the situation to the point where delivery 
of the prospectus will result in adequate and detailed consideration by all 
purchasers. In our opinion, the time when the investor is most likely to re- 
consider his decision, and the time from which the rescission period for sales 
of mutual fund shares or units should run, is the receipt of the confirmation 
including the information proposed in paragraph 14.92. 


EE a ee 
* Canadian Mutual Funds Association, Code of Ethics, section 3(a). 
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t,.102 The confirmation is an important document because, particularly if it 
contains the information proposed in paragraph 14.92 and the following 
paragraphs, it will bring home forcefully the size of the sales charge and other 
relevant details concerning the investment. On receipt of this document, the 
purchaser is very likely to review the merits of his decision, particularly if 
he is motivated so to do by a statement on the confirmation reminding him of 
the availability of rescission rights. Another reason why it is desirable that 
the period of rescission rights should run from the time of receipt of the con- 
firmation is that this will motivate the distribution company to process the 
sales order as expeditiously as possible, thereby further serving the best 


interests of the purchaser. 


Li .103 Another aspect of the existing regulatory structure governing rescis- 
sion rights which we question is the adequacy of the time periods in- 
Gmolved. Thirty days is in our opinion an appropriate period for contractual 
Blans, particularly since we conclude below that the rescission right under a 
contractual plan should be confined to the first payment made under that plan. 
However, we have also concluded that two days is an inadequate period in other 
cases. We recognize that this short period was decided upon because a longer 
period would not be feasible with other types of security, in view of the 
possibility of price fluctuation during the period. We make proposals below 
which would resolve that problem in the context of mutual funds, and we have 
concluded that it would be feasible and desirable to allow a rescission period 
of seven days running from the delivery of the confirmation, for all purchases 


except those under contractual plans. 


14.104 To allow a rescission right for every payment under a contractual plan 
would produce small additional benefit and would cause considerable 
inconvenience for the organizations concerned. This accounts for our conclusion 
that the right under such plans should be applicable only to the initial pay- 
ment, and for this purpose we have concluded that a periodic payment plan sub- 
ject to a redemption fee should be treated as a contractual plan; such periodic 


payment plans are discussed in paragraphs 2.27 and 10.123. The only exception 
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we propose to the restriction of the rescission right to the initial payment 
under contractual plans is that if any additional payment is made before the 
end of the thirty-day period after receipt of the confirmation, the’ rescission 


right should also apply to that additional payment. 


Lik In the context of lump sum transactions, we have considered whether 
rescission rights should be available to all purchasers. They) are 
primarily for the protection of purchasers for whom mutual funds are unsought 
goods, but we have concluded that the distinctions between the two types of 
purchasers and the transactions in which they invest are not sufficiently pre- 
cise toepermit the: restriction of réscissionerientsrtoleuch purchasérss amuee 
if this could be done, we doubt that it should be done. In the absence of 
special considerations, it does,:not seem desirable to deny the benefit’ of an 
opportunity to reconsider the transaction to purchasers for whom mutual funds 
are shopping goods. The only type of purchase where special considerations 
are present is large transactions, in which possibilities of abuse are available 
through the volume discount. We have concluded that the benefit of rescission 
rights should therefore. be denied in ,such»transactions, particularly sincesm@cr 
large volume purchasers treat mutual funds as shopping goods. The benefit of 
rescission rights should; therefore, not be available to purchasers who invese 


over $50,000 at one time. 


14.106 Procedural problems arise in the application of rescission rights to 
the purchase of shares or units of mutual funds. These are attribut-— 
able to the fact that the purchase price is allocated between sales charges and 
the net asset value of the shares or units purchased, with the latter amount 
invested directly in the mutual fund. Similar problems do not arise with other 
types of securities, for the underwriter has ordinarily acquired them from 
the issuing company for resale and the responsibility for payment is his. In 
the context of mutual funds, it is generally accepted that the distribution 
company must repay sales charges if the rights are exercised, but practices are 
not uniform as to whether the distribution company or the mutual fund bears 


the risk-of fluctuation in value of the-shares or units»involved=between the 
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time of purchase and the time of rescission. Such fluctuation could result in 
either a profit or a loss, depending on whether the value of the shares or 


units increased or decreased prior to the exercise of the rescission right. 


14.107 The brief of the Canadian Mutual Funds Association notes the problem 

outlined in the preceding paragraph and recommends that 

when shares are redeemed as a result of a fund shareholder exercising 

a rescission option granted by the management company and/or fund 

distributor, that the management company and/or distributor reimburse 

the fund for any deficiency between the redemption price of the 

shares and their net asset value at the time of redemption. Con- 

versely, any excess of net asset value at the time of redemption 

over the amount paid to the redeeming shareholder should be paid 

to the management company or distributor. 
We have considered the arrangement proposed in this quotation, and have con- 
cluded that it is unnecessarily cumbersome. Purchasers should be required to 
take the risk of a decrease in the net asset value of their shares or units 
between time of purchase and time of rescission; they should equally be entitled 
to receive the benefit of an increase in net asset value. To require return of 
the full amount of their purchase price not only subjects the distribution com- 
pany or the mutual fund to a possibility of windfall profits or unanticipated 
losses, it also encourages purchasers to exercise their rescission rights simply 
because of a decrease in net asset value. The refund of sales charges (includ- 
ing service fees and similar deductions) plus net asset value of shares or 
units is a sufficient benefit to be gained by the purchaser who rescinds. Upon 
the exercise of a right of rescission, the net asset value of the shares or 
units purchased should be paid by the mutual fund, subject to no redemption 


fee; and the sales charges, service charges and other deductions related to the 


mutual fund investment should be refunded by the distribution company. 


14.108 Another difficulty arises from the fact that the amount paid by the 
purchaser often includes a sum attributable to items other than the 
net asset value of the shares or units purchased plus sales charges; the most 
frequent example is an initial insurance payment. We have concluded that 
rescission rights should not be required to extend to such separate payments, 


in cases where they are clearly separable from the mutual fund investment. 
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We do, however, encourage the development by distribution companies of arrange- 


ments whereby the rescission rights can also be applicable to such payments. 


eeoo The procedure outlined in this section hinges on the confirmation of 
purchase. This document, acknowledging receipt of the initial payment 
under a contractual plan or of the payment for a lump sum purchase, should con- 
tain on the same side of the same piece of paper which sets out the information 
contemplated by paragraphs 14.92 to 14.94, a clear and concise statement of 
the rescission right and the manner and time in which it may be exercised. In 
order to enable the distribution company to determine whether the rescission 
period has expired, there should be a conclusive presumption that a mailed con- 
firmation arrives at its destination in the ordinary course of mail. | Whitewm 
may seem unfair, we have concluded that no similar presumption should operate 
in favour of the purchaser when he gives notice of rescission; the right 
such an extraordinary remedy, and leaves the distribution company in such a 
vulnerable position, that we have concluded the purchaser should have responsi- 
bility to ensure his notice of exercise of the right reaches the proper desti-— 
nation. Since that responsibility is his, the purchaser should not be restrices 
ed to the mails to. give his notice of rescission; he shoulds) lomjexanp lo mpe 


permitted to give it by telegram. 
14.110 For the reasons sét*’out?in this section, we ‘recommend: 


(1) that, subject to recommendation (2), a purchaser of mutual fund 

shares or units should be entitied to rescind his purchase by notice 
given within seven days after receipt of the confirmation for a lump 
sum purchase, and within thirty days after receipt of the confirmation 
for the initial payment under a contractual plan, which should for 
this purpose include a periodic payment plan subject to a redemption 
fee; for contractual plans, the rescission right should apply only to 
the initial payment and to any further payments made within thirty 


days after receipt of the confirmation for the initial payment; 


(2) that the rescission rights proposed in recommendation (1) should not 


be available for purchases of over $50,000; 
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(3) that the amount refunded to the purchaser upon due exercise of his 
right to rescind should be the then net asset value of the shares or 
units purchased (subject to no redemption fee), which should be paid by 
the mutual fund; and the distribution company should refund the full 
amount of sales charges and other fees relevant to the mutual fund in- 
vestment, but not including fees attributable to clearly separable 
items such as insurance; distribution companies should be encouraged 
to make arrangements whereby rescission rights will be applicable to 


the latter items; 


(4) that the confirmations for the initial purchase under a contractual 
plan and for a lump sum purchase should contain, on the same side of 
the same sheet of paper on which the information contemplated by para- 
graph 14.96 is set out, a clear and concise statement of the right of 
rescission granted pursuant to recommendation (1), and the time and 


manner in which it may be exercised; and 


(5) that the confirmation referred to in recommendation (4) should, when 
mailed, Dosconclusively presumed to be delivered in tne, ordinany course 
of mail, but that no similar presumption should apply to the notice 
whereby the right of rescission is exercised; the latter notice could 


be delivered by mail, telegram, or otherwise. 


Annual and Interim Reports: Their 

Relationship with the Prospectus 

Bye LL In the operations of most public companies, annual and interim reports 
made to shareholders are of greater practical importance for the pro- 

vision of continuing disclosure than are prospectuses, even though prospectuses 

ordinarily contain more comprehensive information. The fact that a prospectus 

need not be prepared except in connection with a public distribution of securi- 

ties means that few companies file a prospectus more frequently than once every 

several years, while annual and interim reports are regularly available. The 

discrepancy between the extent of the information required to be included in a 


prospectus and that required to be included in an annual report is attributable 
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to the belief that the informational requirements of a new purchaser are greater 


than those of a person who is already a shareholder. 


NCI les Fach of the principal ditferences betweentannual, reporus sand prosper. 
tuses is, in theory, irrelevant to most mutual funds. <A mutual und 
the sharés or units of which are continuously being distributed to the publics 
which is true of most mutual funds, must maintain a prospectus in effect at all 
times. This means that the prospectus, through its more detailed contents, 
usurps the role of the annual report as the important continuing disclosure 
document. Secondly, it can be strongly argued that there is no difference be- 
tween the informational requirements of potential purchasers and of present 
holders. of mutual fund shares or units. The present trend an the merulationgs. 
public companies is towards a recognition that existing and potential share- 
holders have similar informational needs, because the existing shareholder can 
sell his shares or purchase additional shares at any time; the only major ex- 
ception to this is companies which have not previously ."gone public". [herpome 
even less reason to distinguish existing mutual fund shareholders or unitholders 
from potential purchasers than is true with most public companies, for the 
availability of the right to redeem facilitates the Jiquidation of a.posi cao 


in shares of Units tat “any time. 


A eee ee The considerations set out in the preceding paragraph would, taken to 
their logical conclusion, lead to the abolition of the distincttongme. 
tween annual reports and prospectuses for a mutual fund the shares or units of 
which are continuously being sold to the public. We have considered whether we 
should make a recommendation to this effect, but have concluded against it. 
While it can be argued in theory that the informational needs of the potential 
purchaser and the present holder are the same, we recognize an important practi- 
cal difference. The prospectus (or, under our proposals, the summary prospec- 
tus) is received at a time when the recipient is giving active consideration to 
the purchase decision. The annual report, on the other hand, is received by a 
person who is already the holder of shares or units and is unlikely at the time 


of receipt to be giving active consideration to a change in his investment. 
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pee LLt Other considerations also motivate our conclusion that the existing 
distinction between annual reports and prospectuses of mutual funds 
should be maintained. The full prospectus is a bulky document, comparatively 
expensive to prepare and detailed in content; one of the reasons we propose a 
summary prospectus is our belief that it is unlikely that the full prospectus 
can be made simple to understand. We think it must continue to be bulky, and 
this fact would severely limit the advantage to be gained through the imposition 
of a requirement that the full prospectus be sent every year to every holder of 
shares or units. The annual report with its comparative brevity of content can 
pe relicd ‘upon for the continuing reporting to existing shareholders or unit- 
holders. We have, however, concluded that a holder of shares or units should be 
Prorcled to receive “a ‘copy of the current full prospectus on request. This 
right, to which conspicuous reference should be made in the annual report, will 
satisfy the requirements of the holder who needs information which is more de- 
tailed than that set out in the annual report. In view of the availability of 
this right, we have concluded that the existing practice whereby a copy of each 
new prospectus is sent to each contractual planholder is unnecessary; of course, 
each contractual planholder should receive a copy of the annual report whether 


or not his shares or units are registered in his own name. 


Riel 15 Our conclusion that the distinction between annual reports and pros- 
pectuses of mutual funds should not be abolished is not intended to 
imply that the two should be required to be separate documents. If a mutual 
fund organization wishes to prepare a single document as an annual report anda 
prospectus, this should not be prohibited. In a few cases the annual report of 
a mutual fund has been incorporated as one part of its prospectus, and this 
practice also should be permissible. We doubt that many organizations will take 
immediate advantage of either right, because of the problems which arise from 
the fact that prospectuses are, and annual reports are not, required to be ap- 
proved by the appropriate administrator. It is to be hoped that’ the processing 
of prospectuses will eventually be done sufficiently expeditiously that it will 
become feasible to combine annual reports and prospectuses in a single document, 


pro at least to incorporate the annual report in the prospectus. 


Dog 


iietLe Annual reports are frequently used by distribution companies as sales 
literature. We regard this as a desirable practice, because the annual 
report contains detailed financial information. In order to encourage this 
practice, and because the combination of the annual report and the prospectus 
might otherwise be impossible, we have concluded that the annual report should 
be permitted to contain material in addition to that which it is required to 
contain, provided that the additional material complies with the guidelines for 
sales literature formulated in accordance with paragraphs 14.73 to 14.75. Ex- 
cept in the cases discussed in the next paragraph, the only material which the 
annual report should be required to contain is that contemplated by the recom- 


mendations as to financial disclosure made in the following chapter. 


diel? The requirement that a prospectus be maintained in effect for the 
shares or units of a mutual fund ceases when the public distribution 
of its shares or units ceases. However, the informational requirements of its 
shareholders or unitholders do not end at that time. We have concluded that 
much of the information required to be included in a prospectus constitutes im- 
portant disclosure which should continue to be available regardless of whether 
the distribution of shares or units continues. The mutual fund which does not 
have a currently effective prospectus for its shares or units should, therefore, 
include. in, its annual report all information, required. for the prospectus excep 
information relating to the basis of sale of shares or units and except any 
additional information with respect to which an exemption is obtained from the 
appropriate administrator. Alternatively, the information not included in the 
annual report could be provided in a separate document available to shareholders 
or unitholders on demand. In the latter case, conspicuous reference to the 
availability of the additional document should be made in the annual report 
which is sent to shareholders or unitholders. This additional document might 
be a copy of the prospectus on file in another jurisdiction... A copy of every 
annual report, and of any such additional document, should be filed with the 


administrator so that it will be available for inspection by the public. 


14.118 While the annual report is the most important report regularly dis- 

tributed to holders of shares or units, it is rarely the only one. 
Most mutual funds regularly distribute semi-annual reports, and some also dis- 
tribute quarterly reports. This frequency of reporting is dictated in part by 
applicable securities regulation, under which most mutual funds are required to 
report on a semi-annual basis, but it is also motivated by commercial factors. 
Distribution companies find that wide dissemination of reports contributes to 
sales, and the reports have the advantage that under prevailing practice most 
of the cost of their preparation is paid by the mutual fund. While for these 
reasons, semi-annual or quarterly reporting is comparatively frequent, a number 
of mutual funds report only on an annual basis. We have considered whether 


semi-annual or quarterly reporting should be required in all cases. 


a2.119 The tendency in the regulation of public companies in recent years has 
been towards requirements for more frequent reports to shareholders. 
In spite of the importance of such reports for most public companies, there are 
different considerations present with mutual funds. The most important dif- 
ference lies in the nature of the information that can be provided in the report. 
With an industrial company, the analyst can often make valuable use of the in- 
formation contained in the report for predictive purposes. With the mutual fund 
the information a report contains as to matters such as portfolio content may 
be completely out of date by the time the report is published; even if that were 
Bec the case, the comments in Chapter III on attempts to predict future per- 
formance on the basis of the historical record would cast doubt on the value of 
the information. The most important piece of information to the shareholder or 
muitholder, the net asset value per share or unit, is readily available to him 


on a current basis from newspapers or other sources. 


a .120 The considerations set out in the preceding paragraph would seem to 
militate against a requirement for reports on a basis more frequent 

than annual, or indeed against any reports. In our opinion, however, a require- 

ment for semi-annual reporting is justified, if only because investors are en- 


titled to an account of stewardship more often than once in each year. We have 
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therefore concluded that semi-annual reports should be required for mutual 
funds, although more frequent reports should be permitted. We discuss the con- 
tent of semi-annual reports in Chapter XV; with semi-annual as with annual re- 
ports, we have concluded that the inclusion of material in addition to that 
which is required should be permitted if it complies with the guidelines for 
sales literature formulated in accordance with paragraphs 14.73 to 14.75. 
Copies of all interim reports sas cof faldeannualyreports should bertiled iwitimiae 
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Me keel It is apparent from the factors described in the preceding paragraph 
that speed of publication is essential if annual and semi-annual re- 
ports are to be of any real value to holders of Shares or units Becausewwe 
conclude in paragraph 6.81 that an auditor's report should not be required in 
an interim report, the time required for the preparation of the’! semi-annual 
report should be less than for, the annual report... The aianformation which’ we 
propose for inclusion in«each reportscan be much ymore, quick lypcompiled than 
can the corresponding information in the reports of an industrial company. We 
have concluded that the annual report should be distributed to holders of 
shares or units within 60 days, and the semi-annual report within 45 days, after 
the end .of sthe\ period reported on. ) in *both»cases, the mecipients shouldyane 
clude all holders of shares or units including those who are not registered as 
such but whose investment is held in custody under arrangements of the type des- 


cribed in paragraphs» Sel tor 6.50). 
ee Lee For the reasons set out in this section, we recommend: 


(1) that a holder of shares or units in a mutual fund, including a con- 
tractual planholder whether or not his shares or units are registered 
in his own name, should be entitled to receive on request a copy of 
the current prospectus of the mutual fund, and conspicuous reference 
to this right should be made in each annual report sent to shareholders 


or unitholders; 


(2) that, subject to recommendation (1), legislation applicable to pros- 


Sire 


pectus deliveries should not require that each new prospectus be sent 


to each shareholder or unitholder, or to each contractual -planholder ; 


that the preparation of an annual report and a prospectus as a single 
document should be permitted but not required, and that the incorpora- 
tion of the annual report into the prospectus should also be permitted 


Dud Movirequdred:, 


that, subject to recommendation (5), the annual report of a mutual fund 
should be required to contain only the material contemplated by the 
recommendations in Chapter XV, but should be permitted to contain any 
other material which complies with the guidelines for sales literature 


formulated in accordance with paragraph 14.79; 


that when a mutual fund has ceased to effect public distribution of its 

shares or units and no longer has a prospectus in effect, the informa- 

tion which would be required to be included in a prospectus, other than 

information relating to the terms of sale of shares or units or infor- 

mation with respect to which an exemption is obtained from the appro- 

priate administrator, should be made available in one of the following 

ways: 

(a) Se throuctiea tslainclusion anethe: annuals report;. or 

(b) through the preparation of a separate document which would include 
all of the information except what is contained in the annual re- 
port and which would be made available on the same basis as a 


prospectus under recommendation (1); 


that reports to the holders of mutual fund shares or units should be 
required on a semi-annual basis, and more frequent reports should be 


permitted ; 


that recommendation (4) should apply, with necessary changes, to semi- 


annual reports; 


that annual reports should be distributed to holders of shares or units 


within 60 days, and semi-annual reports within 45 days, after the end 


mls, 


of the periods reported on; the recipients should include all holders 
of shares or units, including those not registered as such but whose 
shares or units are held in custody under arrangements of the types 


described in paragraph 8.51; and 


that copies of all annual and interim reports, and of any documents 
prepared in compliance with clause (b) of recommendation (5), should 


be filed with the administrator. 


CHAPTER XV 


FINANCIAL DISCLOSURE BY MUTUAL FUNDS 


ro .01 As a financial institution, money and investments are the stock-in- 
trade of a mutual fund, and all other aspects of its affairs are periph 
Pralsto its financial position. It is therefore crucial that financial state- 
ments of mutual funds should be prepared so as to provide relevant information 
in a form both clear and meaningful. This objective is not satisfactorily 
attained at present because existing regulations are in large part designed for 
industrial companies and do not adequately recognize a number of special factors 
attributable to the method of operation of mutual funds. Another difficulty is 
that the applicable regulations to some extent reflect the natural tendency in 
the formulation of regulations on financial disclosure, to require that a large 
amount of information be set out. It is usually thought preferable to err on 


the side of including too much rather than too little. 


5. 02 In the conclusions reached in this chapter, we have endeavoured to pay 
heed to the special factors present with mutual funds, and to resist 

the tendency to recommend the disclosure of information that goes beyond what is 

relevant and meaningful. We are well aware of the fact that information provid- 

ed in a few succinct and clear statements on two or three pages is far more 

likely to be read than would be four or five pages containing a proliferation 

of information. Additional special factors that have influenced our conclusions 


are discussed in the following section. 
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5 03 In our review of financial disclosure requirements we have engaged in 
extensive discussions with interested persons. A number of briefs and 
submissions have been received, in the form of recommendations concerning finan- 
cial disclosure or of discussions of a detailed report which was prepared by 
consultants to this Committee and circulated for comment. Our staff has met 
with representatives of the organizations that prepared briefs or submissions 
for more detailed reviews of their suggestions. We have had the benefit of this 
type of contact with interested persons and organizations on every aspect of our 
work, but it has been of particular value in the resolution of problems dis- 


cussed in this chapter. 


15.04 The financial disclosure requirements presently applicable to mutual 

funds in Canada differ considerably between jurisdictions. For con- 
venience, we refer throughout this chapter to those of Ontario. We selected 
that province because of the number of mutual funds qualified for sale to its 
residents(86 at the end of 1968, as compared with 84 for Quebec, the province 
with the next largest number) and because The Securities Act, 1966 (Ontario) has 
become the model for corresponding legislation in several other provinces. An 
amendment made in 1968 to The Securities Act, 1966* with specific reference to 
mutual funds has not been generally adopted in other provinces at the time of 
writing, so that the position differs even among provinces which look to The 
Securities Act, 1966 (Ontario) as their model. Mutual funds qualified forsale 
to the public in Ontario, however, almost invariably follow the Ontario practice 
in prospectuses filed with other provincial securities administrators, so that 
the Ontario legislation may fairly be regarded as representative of general 


practice, 


SSS In the’ following “Sections “we 9first ‘consider %certaingspecial Pfactdrs 

relating to financial disclosure by mutual funds, particularly the 

nature of the informational needs of persons to whom the disclosure is made. 
Such special factors also include the potential impact of the recommendations 
made in Chapter V concerning the equity structure of mutual funds. The remain- 
der of the chapter is devoted to the form and content of financial statements. 
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Special Factors Relating to Financial 
Disclosure By Mutual Funds 


15.06 In order to restrict financial disclosure requirements for mutual funds 
to information which is relevant and meaningful, it is necessary to 
allow for several factors, at least some of which are unique to the mutual fund 
industry. The most important factor is discussed in paragraphs 14112 to 14.114, 
where we conclude that, in theory, the informational requirements of existing 
shareholders or unitholders do not differ from the needs of potential investors. 
We recognize a practical difference between them because the potential purchaser 
receives information at the time when he is giving active consideration to the 
purchase decision, which may not be true of the present holder. For that reason 
we conclude in paragraph 14.114 that the distinction between the prospectus and 
the annual report, with the former as the more complete disclosure document, 
should be retained. Financial information is, however, of such importance that 
the practical difference in the time of delivery should not be permitted to 
affect the nature of the information required. We have concluded that the fi- 
nancial information to be required in prospectuses of mutual funds should be 


identical with that required in their annual reports. 


5.07 The restricted nature of liabilities which are or may be incurred by 
mutual funds is another factor that has influenced the conclusions set 
out in this chapter. The great majority of mutual funds incur liabilities only 
to their brokers or their management companies. Both brokers and management 
companies are perfectly capable of taking care of themselves; it is not neces- 
sary to consider their needs in the formulation of disclosure requirements. A 
few mutual funds are permitted to borrow money, and implementation of our con- 
clusion in Chapter XII that non-conventional funds should be allowed to do so 
will result in an increase in the number of mutual funds with that right. 
However, under our recommendations in paragraphs 5.73 to 5.77 the borrowing will 
be restricted to institutional lenders which can protect themselves as effec- 
tively as can brokers and management companies. For these reasons, it is not 
necessary in the formulation of mutual fund financial disclosure requirements, 
to take into account the informational needs of creditors as distinct from those 


of shareholders or unitholders. 
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15508 Another factor which has influenced the conclusions reached in this 
chapter is that a mutual fund carries on only one business enterprise: 
raising and investing money, with the investing almost invariably being done in 
readily marketable securities. We would not think it appropriate for an orga- 
nization which satisfies the definition of a mutual fund proposed in Chapter V 
through the issuance of equity securities redeemable at net asset value on 
demand by the holder, to carry on any other type of business activity: implemen- 
tation of our conclusions in Chapter XII would prevent it from doing so. For 
that reason, we have been able to shape our recommended scheme of disclosure for 
application to the specific enterprise of raising and investing money without 


allowance for the development of other enterprises by mutual funds. 


15.09 In Chapter V, we conclude that the traditional legislative provisions 
concerning corporate share structure and the sources from which divi- 
dend payments and payments on redemption of shares, or units may be made are 
inappropriate to mutual funds. No similar legislative requirements are imposed 
on trusts, and we conclude that the law applicable to incorporated mutual funds 
should be amended to accord with that applicable to mutual funds organized as 
trusts. The conclusions in this chapter are premised on the assumption that 
those in Chapter V as to the equity structure of mutual funds will be implemen- 
ted. If the latter conclusions are not implemented, a considerable degree of 
Simplicity and of uniformity in the presentation of financial information by mu- 


tualkefunds will bersacnifticed, 


Lori 0 The most important feature of the recommendations in Chapter V from the 
viewpoint of financial disclosure is that their implementation would 
reduce the shareholders' or unitholders' equity sections in the balance sheets 
of all mutual funds, incorporated or unincorporated, to a single entry. This 
entry, which would equal total net assets, would be far more readily comprehen- 
sible to investors than the assortment of entries that now appears in that sece- 
tion of the balance sheets of many mutual funds, particularly incorporated mu- 


tual funds. Because implementation of this recommendation would eliminate the 
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necessity for a distinction between incorporated and unincorporated mutual funds 
in the presentation of financial information, the conclusions in this chapter 
relate to both types of mutual fund except where the contrary is specifically 


stated. 


Poe LL Financial information for most public companies relates to the company 
as an entity; earnings, expenses and similar information are usually 

expressed for the company rather than on a per share basis. The nature of a mu- 
tual fund is such that information of this type is not only of less value, but 
might be very misleading. Total net assets of a mutual fund may change greatly 
during a year, and if that change occurs as a result of issuance or redemption 
of shares or units rather than of variations in value of portfolio holdings, 
aggregate information can be deceptive. In addition, the shareholder or unit- 
holder regards the mutual fund as an investment vehicle; he is interested in its 
results on a per share or unit basis, not in total. For these reasons, the con- 
clusions in this chapter give very considerable stress to the importance of in- 


formation presented on a per share or unit basis. 


25312 In view of the importance we accord to financial disclosure by mutual 

funds, we have considered whether to recommend the promulgation of a 
code of regulations that would deal with all important aspects of the accounting 
practices of mutual funds. We have decided against this approach, although we 
make recommendations in this chapter and elsewhere in the report concerning 
certain specific aspects of accounting practices which have caused us concern. 
Accounting practices are in large part dictated by the form and content of the 
financial statements to be presented, a question dealt with in detail in this 
chapter. We have concluded that before any attempt is made to evolve a code of 
accounting practices, time should be taken to ascertain what changes in exis- 
ting practices will result from implementation of the recommendations made in 
this chapter. Except to the extent implicit in the requirements outlined below 
concerning the form and content of financial statements, no code of accounting 
practices should be imposed on the mutual fund industry until after legislation 
to implement our recommendations has been in effect for a reasonable period. 


The legislation should include provisions conferring power for the promulgation 
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of regulations either dealing with specific problems of accounting practice or 
embodying a complete code; the power should extend to regulations that define 
the nature of the books and records to be kept with respect to mutual fund oper- 


ations. lt. is, possible that, this, powerswild never haves tosbes used: 


Sees For the reasons set out in this section, we recommend: 


(1) that the requirements applicable to financial disclosure in annual re- 


ports and in prospectuses of mutual funds should be identical; 


(2) that, except where the contrary is specifically stated in recommenda- 
tions made in this chapter, the requirements referred to in recommen- 
dation (1) should not differ between incorporated and unincorporated 


mutual funds; and 


(3) that legislation which implements our recommendations should contain 
authority for the passage of regulations to resolve specific problems 
of accounting practice or to embody a complete code of accounting pro- 
cedures; the power should include the passage of regulations concerning 
the nature of the books and records to be kept with respect to mutual 


fund operations. 


Comparative Financial Statements for Mutual Funds 


15 el In paragraph 15.11 we comment that the nature of a mutual fund opera- 
tion’ is) such that-financial statements for the mutual fund as angen 
tity, rather than on a per share or unit basis, not only are less important to 
the investor than is the case with other public companies, but may be mis- 
leading. The importance of this point is accentuated when consideration is 
given to comparative statements for prior years of the mutual fund as an entity. 
Comparative statements for prior years are not only desirable but almost essen- 
tial for most other public companies; for that reason applicable legislation 
often requires that prospectuses, and sometimes annual reports as well, include 
financial information for the year reported on and information on a comparative 
basis for a number of preceding years. We have concluded that no such require- 


ment should be imposed on mutual funds. 
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ee Our conclusion that comparative financial statements for mutual funds 
may be misleading arises from difficulties in interpretation of finan- 
cial statements that relate to the mutual fund as an entity. These difficulties 
are attributable to the method of operation of mutual funds, and to the effect 
that changes in total net assets through purchases or redemptions of shares or 
units may have on all the financial information. So pronounced is this effect 
that comparative statements of mutual funds may be comprehensible only to the 
most sophisticated investors. This point is well expressed in the brief sub- 
mitted to us by The Canadian Institute of Chartered Accountants: 
It is generally accepted that income statements should be presented on 
a comparative basis for two or more years. Comparative income state- 
ments of most companies are usually useful for showing the trend of 
earnings. In a mutual fund, however, a growth in total income is often 
Drimarily: thesresult sor the sissue of new shares.or wnitsarathersthan 
more profitable operations. A rapid growth pattern, in total income 


figures, might erroneously be attributed to a successful investment pol- 
icy when in reality it arose only from increased participation by in- 


vestors. As such comparative figures of a mutual fund for a period of 
years may be misleading to investors they should be presented only in 
conjunction with per share figures, to place the information in its prop- 
er_perspective. However, as comparative income statements for a num- 
ber of years may be misleading, even if presented in conjunction with 
per-share figures, it is preferable to present them for not more than 
two periods. Comparative earnings figures for more than two consecu- 
tive periods should be presented in terms of per-share figures only.* 
5:.1 6 While the arguments made in the above quotation are addressed specifi- 
cally to comparative income statements, we find them equally persuasive 
concerning other financial statements of the mutual fund. Here, and elsewhere 
in its brief, the Institute recommends that disclosure be required for 'not more 
than"' two periods. We have concluded that, speaking generally, any benefits to 
be gained by a requirement that annual reports and prospectuses contain finan- 
cial information for more than one period would be more than outweighed by the 
inconvenience resulting from the volume of material required, and by the possi- 
bility that unsophisticated persons might be misled. This conclusion relates 
only to financial statements for the mutual fund as an entity; in paragraphs 


15.53 to 15.60 we propose a requirement for the disclosure of comparative in- 


formation on a per share or unit basis. 


* The Canadian Institute of Chartered Accountants, Brief To The Canadian 
Committee on Mutual Funds and Investment Contracts. (Toronto: June 1968), 


pp. 5-6, 
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ES Su7 One situation should be mentioned in which existing procedures require 
the publication of financial statements for a prior period. When a mu- 
tual fund applies for prospectus filing more than ninety days after the end of 
a fiscal year, the applicable requirements in several provinces permit the in- 
clusion in its prospectus of financial statements for its preceding fiscal year, 
reported on by an auditor, together with statements for the period since the be- 
ginning of the current year, not so reported on. This might seem to be incon- 
sistent with the policy against comparative statements. In our opinion there is 
no inconsistency. The objective of the practice is not to provide comparative 
information but to reconcile the need for:an auditor's report with the need for 
current information. In any event, we have concluded that the flexibility pro- 


vided by the availability of this procedure should be preserved. 


Lad 8 It is possible that in some cases the appropriate administrator might 
consider that comparative statements for’ prior periods were necessary 
to convey certain information to the recipients. We think that such cases 
would be rare, but they might occur. There could, for example, be some radical 
change in the method of operations of the mutual fund, the implications of which 
are not adequately reflected in other information included in an annual report 
or a prospectus. The administrator should have power to require comparative 
financial statements in these cases, although this alone should not be regarded 
as making it desirable that annual reports be reviewed in advance by adminis- 
trators. This should be the only instance apart from the five-year per share 
Or unit statistical summary proposed in paragraph 15.53 in which the annual 
reports or prospectuses of mutual funds would be required to include comparative 


financial information. 


15219 Some mutual fund organizations may wish to provide their shareholders 
or unitholders with comparative financial statements even though not 
required so to do by statute. This would be permitted under our conclusion in 
paragraph 14.116 provided that the comparative statements were in compliance with 
the guidelines for the content of sales literature. We have concluded that 
certain additional protective requirements are necessary to ensure that the 


right to include comparative statements is not abused. We have reviewed a 
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prospectus of one mutual fund in which financial statements for a prior period 


when performance was good appear in large type early in the document, and those 


for the current period appear later in the document and in smaller type. While 


this is a particularly flagrant instance, we have seen other documents in which 


comparative statements are used in a fashion that could mislead any but the most 


sophisticated and careful reader. The requirements we propose are designed to 


avoid this without preventing the proper use of comparative statements. 


T5320 Any comparative financial statement published voluntarily should comply 


with the following rules: 


(a) 


(b) 


(c) 


it should be accompanied by an auditor's report to the effect that 
it has been prepared on accounting principles consistent with 
those on the basis of which information for the current period was 
prepared; or, alternatively, that specified changes in accounting 
principles were made. In the latter case the nature of the chan- 
ges should be explained and details should be provided as to the 


extent of their effect on the relevant information; 


it should also be accompanied by a complete explanation, by note 
or otherwise, (which would not be required to be reported on by 
the auditor) indicating qualifying factors that might otherwise 
mislead the reader who attempted to draw conclusions from compa- 


risons between the statements; and 


it should be given less prominence than the statements for the 
current period; this would be done through its reproduction in 
smaller type or less leaded type, and its appearance to the right 
of the current statement when in parallel columns, and after it 


when on consecutive pages. 


One exception should be made to these requirements. Items (b) and (c) should 


not be applicable to a one-year comparative statement of changes in net assets. 


These statements, discussed in paragraphs 15.48 to 15.52 highlight the issuance 


and redemption of shares or units and it is less likely that changes attribut- 


able to these factors will mislead the reader. In addition, there are types of 
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analysis the prospective investor might wish to make which would be assisted by 


the availability of comparative statements of changes in net assets. 


lear! 


(1) 


(2) 


(3) 


(4) 


For the reasons set out in this section, we recommend: 


that the annual reports and prospectuses of mutual funds should not be 
required to include comparative financial statements for the mutual 


fund as an entity; 


that for purposes of these recommendations the inclusion in a prospec- 
tus of financial statements reported on by an auditor and accompanied 
by financial statements for a subsequent period of less than a year not 
reported on by an auditor should not be considered to constitute the 


publication of comparative statements; 


that, notwithstanding recommendation (1), the appropriate administrator 
should have power to require the inclusion of comparative financial 
statements in an annual report or a prospectus if he concludes that 
important information would otherwise be inadequately revealed; this 
recommendation should not be regarded as making it desirable that 


annual reports be reviewed in advance by administrators; 


that the inclusion on a voluntary basis of comparative statements in an 

annual report or a prospectus should be permitted provided that they 

comply with the guidelines for sales literature formulated in accor- 
dance with paragraph 14.79 and further provided that any such compara- 
tives statement: 

(a) is accompanied by an auditor's report to the effect that it has 
been prepared on accounting principles consistent with those on 
the basis of which information for the current period was pre- 
pared; or, alternatively, that specified changes in accounting 
principles were made. In the latter case the nature of the chan- 
ges should be explained and details should be provided as to the 
extent of their effect on the relevant information; 

(b) is accompanied by a complete explanation, by note or otherwise, 


(which would not be required to be reported on by the auditor) 
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indicating qualifying factors that might otherwise mislead the 
reader who attempted to draw conclusions from comparison between 
the statements; and 

(c) is given less prominence than the statements for the current pe- 
riod; this would be done through its reproduction in smaller type 
or less leaded type, and its appearance to the right of the cur- 
rent statement when in parallel columns, and after it when on 


consecutive pages; 


Clauses (b) and (c) should not be applicable to a one-year comparative 


statement of changes in net assets. 


Financial Statements of Mutual Funds: General 

par In the following sections we review and explain our conclusions concer- 
ning the content of the financial statements to be included in the 

prospectuses and annual reports of mutual funds. Many of our proposals are very 

Similar to the corresponding requirements of The Securities Act, 1966 in Ontario 

and the regulations thereunder. We make frequent references to those provi- 


sions, particularly where our conclusions differ materially from them. 


ri 3 In this discussion we rely heavily on exhibits which illustrate the 
form of the various financial statements. It would seem appropriate 
that legislation or regulations which implement our recommendations should em- 
body these exhibits as models. However, we do not propose that mutual fund 
financial statements should be required to conform to them. Such a conclusion 
would be to some extent inconsistent with the conclusion set out in para- 
graph 15.12, that we do not propose the legislative adoption of a uniform code 
of accounting practice. Instead, mutual fund financial statements should be re- 
quired to provide at least the information contemplated by our exhibits. Those 
items of information that we consider to be adequately dealt with by the exhi- 


bits and the notes thereto are not separately discussed in the text. 


ao 


5.24 The exhibits include a number of notes, and additional proposals as to 
information which should be supplied by way of note are contained in 
the text. In many cases it would be convenient to supply some or all of this 
information by way of note appended to the financial statements as a whole ra- 
ther than to a specific statement. Even where the notes are appended to a spe- 
cific statement, it might be preferable to combine notes that we suggest be ap- 
pended to separate statements. The applicable requirements should be suffici- 
ently flexible to permit adjustments such as these, if they are conducive to 


clarity of presentation, 
U5. 2:5 For the reasons set out in this section, we recommend: 


(1) that legislation or regulations which implement the recommendations 
made in this chapter should include exhibits, substantially in the 
forms set out in the following sections, to serve as models of the sev- 
eral financial statements; conformity to such models should not be re- 
quired, although the financial statements published should provide at 


least the information contemplated by the models; and 


(2) that in cases where we recommend that information should be furnished 
by way of note, it should be permissible to provide the information by 
way of note to the financial statements or by way of note or notes to 
specific financial statements, or in a combination of these ways, pro- 


vided that the method adopted is conducive to clarity of presentation. 


The Statement of Income and Expenses 


15.26 Exhibit 15-A is a model form of income statement which indicates the 

information that should replace the statement of profit and loss cur- 
rently required of mutual funds, as of other companies, under The Securities 
Act, 1966 (Ontario). We have concluded that an income statement containing the 
information contemplated by Exhibit 15-A will provide a very clear indication of 
the income and expenses incurred by the mutual fund during the period reported 
on. In particular, it will provide a detailed breakdown of management expenses, 
a matter the importance of which is stressed in our discussion of management 


fees in Chapter X. One major expense item is omitted from this exhibit because 


586 


EXHIBIT 15-A 


(NAME _OF MUTUAL FUND) 
STATEMENT OF INCOME AND EXPENSES 


FOR THE YEAR ENDING 19__ 


Investment Income 


EMMETT LL Sete tet th os steer AI Ae oe oc taleae ht Nt Sete ce et hee a $ 
RECT OST bore.) SURI LOe Eee ei Laat aad. an, US. ae, $ 
Other Income (specify or explain by way of note)........ $ 
Expenses 
Mane pementeeracig(NOle £1 yar tieed. Bole ecletdide wl dc alice. dh. Oe $ 
BUACM CES. oc. cies cio er ee te ta Sarena ys weetos $ 
Directors)'s jFees .o..0e2ne% eo WAPSAO ISIN. Mold. A aati. $ 
Beene SMe Ce Sater eo mee ee eure Ca ae aes 5s 04 sk ve cise oe $ 
Bree PD BCS Sin ara cn, Fhe dct PAC ToL oleBal ads, Chetol «4.0; dpsed aide! Sic let ake, Sha lode: Se $ 
eee ATS MONO TE ay) te etree ate ROE Cine, ea Ry ee ite cx bw lene cre ntere os $ 
mrerenolLders: winformation GCOSts fi. i518. SAA RUS. sola, bois, dk $ 
IRE SET) SOS tee erect ye ieeete te yey eS se ae stave Cts Sis is @ nelesve ah $ 
$2). a $288 
EMRE CO VE LES oi iea a incre cious haets. sii loleie. a 50% siecle oh « see PED $ 
eave oO TBLTCOMCN a KEE NO COleS, Laci tiaiels, Silica dicidle. dh teks cleke Cees s 
Rete COM EO TET NEMYGAT eet crisis Saul te cc ans giele ws vivian es Se die 
Notes: 
ie The management fee should include the total fees paid to the investment man- 


ager for portfolio management, investment advice and other services. The 
basis for calculatiing the management fee should be stated. The services 
received should be outlined either in the note or in textual material in 
the same document (shareholders' report or prospectus). 


ad Indicate the nature of services rendered to the mutual fund by persons to 
whom it pays salaries. If the mutual fund has a management company, the 
note should explain why such salaries are regarded as allocable to the mu- 
tual fund. 

iA State the basis of the tax calculation and explain the tax position of the 


mutual fund. This information should be provided by way of note or in 
accompanying textual material whether or not any income taxes are paid or 
payable by the mutual fund. 


4, Any of the specified expenses apart from management fees, audit fees, di- 
rectors' fees, custodian's fees and legal fees which accounts for less 
than 5% of the total expenses during the year for which information is 
given may be omitted and the relevant amount included in "Other expenses", 
with an appropriate explanation made by note. If any other category of 
expenses accounts for over 5% of total expenses, an item with respect 
thereto should be added. If other categories of income than dividends and 
interest account for less than 5% of total income, they should be aggre- 
gated under "Other income" and an appropriate explanation made by note. 
Any such categories which account for in excess of 5% of total income 
should be separately stated. 


5.82/, 


its inclusion would be impracticable. BeORe Tae and other charges paid to secu- 
rities dealers in connection with the implementation of transactions are a major 
item of expense for most mutual funds, but could not properly be reflected as 
expenses in a statement of income and expenses since such a statement does not 
also reflect profits and losses made on capital account. In paragraph 15.44 we 
propose that certain information relative to such expenses should be disclosed 


by way of note to the information on the mutual fund's portfolio. 


ES.27 Separate briefs submitted to us by the Canadian Institute of Chartered 
Accountants and by the Canadian Mutual Funds Association both suggested 
that a statement of income and expenses should be required of mutual funds. Ex- 
hibit 15-A includes more detail than contemplated by the forms of statement pro- 
posed by the Institute and the Association. The disclosure of expenses contem- 
plated by Exhibit 15-A would be in greater detail than suggested by the 
Institute, and some of the explanatory notes in the exhibit would require in- 
formation not suggested by the Institute. The most significant difference bet- 
ween the content of Exhibit 15-A and the form of statement suggested by the 
Canadian Mutual Funds Association is that Exhibit 15-A would require the disclo- 
sure, where income taxes are applicable, of income before taxes, provision for 
income taxes, and income after taxes. Whether or not incoméstaxes are) appli 
cable, Exhibit 15-A would require an explanation by way of note or of accom- 
panying textual material concerning the income tax position of the mutual fund; 
such an explanation! should;rinvappropriate cases, ‘explain thevextent¥tomwhich 
income of the mutual fund is treated as income of the shareholder or unitholder. 
The form suggested by the Association would include a note or reference concern- 
ing taxes only in years when the tax basis changes; we reject this approach 
because such information should, in our view, be available to the reader of the 
annual report or prospectus without the necessity to study similar documents 


reledas ediaim prom yearns. 


L528 Our proposed statement of income and expenses also differs from the 
requirements of The Securities Act, 1966, (Ontario), with respect to 
statements of profit and loss. Most of the differences are attributable to the 


fact that we have designed Exhibit 15-A specifically for mutual funds. 
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In addition, Note 2 to the exhibit proposes that the nature of the services 
rendered to the mutual fund by persons to whom it pays salaries should be dis- 
closed instead of the information presently required concerning salary payments 
under Form 12 of The Securities Act, 1966. Item 17 of that form requires a state- 
ment of remuneration paid to directors and senior officers. Our researches 
indicate that such payments rarely reflect total remuneration of directors and 
senior officers, because they receive additional payments from the management 
company. We think a more relevant question is what services are provided by 
those to whom the mutual fund makes payments which justify having the payment 


made by the mutual fund rather than by the management company. 


Ea529 Our conclusion that comparative statements of income and expenses for 
prior years should not be required, and that their inclusion on a 
voluntary basis should be subject to compliance with the conditions specified in 
paragraph 15.20 might be criticized with respect to one situation. It leaves 
open the possibility that a significant variation in expenses from year to year 
might be overlooked although it would be highlighted through the use of compa- 
rative statements. We think that this possibility should be allowed for, but 
we do not think that comparative income statements would be an appropriate tech- 
nique for this purpose. Many expense items fluctuate with the total size of the 
mutual fund, and differences in expenses between consecutive periods which 
appear remarkable on initial inspection may be solely attributable to that 
factor. Instead, we have concluded that the relevant legislation should include 
a requirement for the annual report or prospectus to describe and explain by 
note or accompanying textual material any unusual changes in expenses from year 
to year that are not adequately accounted for by changes in total assets of the 


mutual fund. 


m5. 50 For the reasons set out in this section, we recommend: 


| 


(1) That the financial statements of a mutual fund in its annual report and 
prospectus should include a statement of income and expenses containing 


the information contemplated by Exhibit 15-A and the notes thereto; and 
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(2) that any unusual changes in expenses from year to year that are not 
adequately accounted for by changes in total assets of the mutual fund 
should be described and explained by way of note to the statement of 


income and expenses or accompanying textual material. 


The Statement of Net Assets and Shareholders'! 


or Unitholders' Equity (Balance Sheet) 
with Supplementary Information on Portfolio 


LS. ob Exhibit 15-B is a model form of a statement of net assets and share- 
holders' or unitholders' equity, often referred to as a balance sheet. 
The recommendations made in Chapter V and referred to in paragraph 15.09 have 
enabled us to prepare this statement as a very simple document by comparison 
with those it would replace, particularly in the context of incorporated mutual 
funds. Our conclusion that Exhibit 15-B should be adopted assumes the implemen- 
tation of the recommendations made in Chapter V; this assumption is made 
throughout this chapter but is of particular importance in’ the present context, 
Another factor which has contributed to the simplicity of presentation contem- 
plated by Exhibit 15-B is that allowance need not be made for the possibility 
that the mutual fund might carry on other activities than the investment of its 


ASS Ces 4 


oe Exhibit 15-B is consistent with the recommendations made by the 

Canadian Institute of Chartered Accountants and does not differ mate- 
rially from the corresponding form suggested by the Canadian Mutual Funds Asso- 
Ciation. We agree with the approach adopted by each of these organizations that 
the statement of net assets and shareholders' or unitholders' equity should in- 
clude only a single item for investments at market value, with their cost sepa- 
rately indicated. Information concerning the investment portfolio should also 
be separately provided. We consider the nature of such information later in 


thalseSecrLlon. 


Mes The entries in Exhibit 15-B include provision whereby subscriptions for 
shares or units sold but not paid for may be reflected as assets and 

the amount owing on shares or units redeemed for which payment has not been made 

may be reflected as liabilities. Inclusion of these items should not be regar- 


ded as an indication that we approve of the practices which they reflect. 


Dow 


EXHIBIT 15-B 


(NAME OF MUTUAL FUND) 


STATEMENT OF NET ASSETS AND SHAREHOLDERS' (UNITHOLDERS' ) EQUITY 


AS “AT 7 ULO SS? 
ASSETS 
Pa sumarCeLle rede pis lbs we Gelato. 2) eons avo t cay Ba $ 
Dividends and accrued interest receivable........... $ 
Accounts Receivable: 
shares (Units) tsoldsareraus . 30. 400. eer. bluse. $ 
POrurG Li Oese Curl CieSsesOlde ee Pk, ie ee ee $ _ 
Dither sis setsu( Note $3) Ste. att. Ao iy. sorns. ow. bin. < a wrvomy BF BT at 
Investments at Market Value 
(Costing WEe(Note Bey Ah ORT eHay. SACD ENS 529 ahs Ne ek me 
TOCAPSASSOt Hat. fee, cores, RIN SAINTE TE $ 
Liabilities 
Accounts Payable: 
ACCTUCAMEXPENSOa Meee ad. Hilt. Sr Pes, Bes PAIIOT, SRL $2009 
Por CLOrragsoocuritLes; PUrChaseu esas cee hens bee ee 
oraresm (Unies) *Reddemedy. 00s, 29, /NHPZE SPAR, SHIP? $207 4 
iconeslaxes@rayab leur, fae ese es ee eas 
Gtiereplabelities «(specifiy sor *explain ‘by note): is Padia ¥ tend std 
(Total Net Assets-Shareholders' 
(Urmitholderssyerquity). HORST Ss a28k, SNR Ree eee, $ 


Net asset value per share (unit) 


(No. outstanding ___) (Note 2) $ 


Notes: 


i. 


If the basis of computation of cost is other than average cost, an explana- 
tion should be provided. 


If the mutual fund has outstanding more than one class of shares or units, 
ranking equally against the portfolio but differing in other respects, they 
should be aggregated in the determination of net asset value per share or 
unit but an explanatory note as to the difference between classes and the 
number of each class outstanding should be appended. Such a note should be 
included even where shares or units of one class are authorized but not 
issued, unless a binding undertaking is given to the appropriate adminis- 
trator that the mutual fund will not issue any of those shares or units. 


Any of the specified classes of assets which accounts for less than 53 of 
the total assets at the date reported on may be omitted and the relevant 
amount included in "Other assets", with an appropriate explanation made by 
note. If any other category of assets accounts for over 5% of total assets 
an item with respect thereto should be added. Similar procedures should be 
followed with respect to any of the specified classes of liabilities which 
accounts for less than 5% of total liabilities, and any other class of lia- 
bilities which accounts for over 5% of total liabilities. 


2 
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The extension of credit on purchases, and delaying payments on redemptions, 

are both undesirable practices which should be discouraged; in paragraphs 13,102 
to 13-l1llwe conclude that there should be statutory restrictions on the latter 
practice. When computing total net assets for the determination of management 
fees based on total net assets, subscriptions receivable for shares or units 


sold but not paid for should not be regarded as an asset. 


hore tS The most important part of the financial information concerning a mu- 
tual fund is that which relates to its investment portfolio. Theoret- 
ically this information should form part of the statement of net assets, but 
that would be unworkable and we agree with the prevailing practice under which 
the information is included in a separate portfolio statement. We have con- 
cluded that such a statement should be required; the real problem is what infor- 
mation it should contain. This is one of the most difficult questions that we 
have had to resolve concerning financial disclosure. On the one hand, it is 
important for interested persons to be provided with full disclosure of rele- 
vant information concerning portfolio assets and trading policy - information 
which is crucial to a proper assessment of the quality of management on any 
reasonable basis other than yield. On the other hand, full implementation of 
this objective through a requirement that all prospectuses and annual reports 
must contain a quantity of information sufficient to satisfy the financial ana- 
lyst interested in a detailed trading study could result in the provision, at 
considerable cost, of a mass of data sufficient to overwhelm most recipients. 
This is one area where limits must be accepted on the extent to which the ob- 


jective of full disclosure may feasibly be implemented. 


P5236 Item 28(1)12 of the regulations promulgated under the Securities 

Act, 1966 (Ontario) requires disclosure of the following information 
concerning mutual fund investment portfolios: (a) the name of each issuer of 
the securities held; (b) the class or designation of each security held; (c) 
the number of each class of shares or aggregate face value of each class of 
otherssecuritiestheld,; and (d),the.cost .and  imarket evaluesat-each Classnen 
securities held and if the carrying value is other than average cost, the basis 


of valuation. We have received a number of submissions concerning the adequacy 


See 


of this requirement. So far as we are aware, the desirability of inclusion in 
annual reports and prospectuses of items (a), (b) and (c) and of the information 
in item (d) other than cost of securities held is unquestioned, and we have 
concluded that this information should continue to be required. More difficul- 
Pies Parise with ‘the’ desirability of ‘the ‘cost information in ‘item (d) ; “and with 


whether any information in addition to these items should be required. 


PS. 7 A submission made to us by the Canadian Mutual Funds Association con- 
tains the following comment with reference to disclosure of the cost 

Of securities held in the portfolio: 
Disclosure of cost of holdings is largely irrelevant since it 
tends merely to reflect date of acquisition. Future performance 
of identical portfolios will be identical, regardless of the ac- 
quisition date. These data are apt to lead to misleading calcu- 
lations of the percentage of the portfolio on which the fund has 
taken a profit, ignoring positions which have been opened and 
closed since the last statement, and ignoring the fact that suc- 
cessfulediversi fication \requiresmthatl"A" Yand*YB!ebe bought ein the 
face of uncertainty as to the state of nature "C" or "D", with the 
full recognition that if "C" materializes a loss will be taken on 
"A' and a gain realized on ''B", with the reverse true if "D" 
materializes. 

We agree with the comments made in the above quotation, and we also think that 

an awareness of being judged by comparison between cost and market value of port- 

folio securities may act as an unrealistic constraint on portfolio managers in 

the determination of investment decisions. The submission of the Canadian 


Mutual Funds Association goes on, however, to recommend disclosure of cost on 


the theory that it may be of value for financial analysts. 


15.38 We have discussed disclosure of cost of security holdings with the 
Government Relations and Legal Affairs Committee of the Montreal 

Society of Financial Analysts, and have been advised that only by a slight major- 

ity do its members believe that disclosure of information as to cost is neces- 

sary, Our other consultants are in agreement with the principles expressed in 

the quotation in the preceding paragraph, and in following paragraphs we propose 


requirements for disclosure of certain information designed specifically for 


eee) 


financial analysts. We have concluded, on balance, that information as to the 
cost of portfolio holdings should not be required to be included in the finan- 
cial statements of the mutual fund. The statement of net assets and share- 
holders' or unitholders' equity should, as contemplated by Exhibit 15-B, 

include {total iportfolio costs )1In our opinion 5 ithe recipient of financraliinfor= 
mation who wishes to conduct an historical analysis of performance will derive 
more benefit from the per share or unit statistical summary proposed in para- 
graphs 15.53 to 15.59 than he would from a comparison between cost and market 


value of portfolio securities. 


jess) The information concerning portfolio holdings outlined above will be 
sufficient for the purposes of most investors. As indicated above, 
the Government Relations and Legal Affairs Committee of the Montreal Society of 
Financial Analysts has suggested that additional information should be disclosed 
for the primary benefit of the financial analyst, and we agree that certain 
additional information would be desirable. Only through the availability of 
such information will more sophisticated techniques for comparative assessments 
of the quality of the services rendered by mutual fund management companies be 
developed. We have therefore concluded that the financial statements of a mu- 
tual fund should be required to include, as part of the portfolio statement or 


by a separate statement, summary information concerning portfolio transactions. 


15.40 The information to be supplied concerning portfolio transactions would 
relate to each class of securities traded in by the mutual fund during 
the period reported on, whether or not securities of that class were included 
in its portfolio at the date as of which the report was made. The name of the 
issuing company of each such class of securities should be given together with 
particulars of the class in question sufficient to identify it accurately. The 
summary information relative to transactions in securities of that class would 
consist of the aggregate number (or face value, with debt instruments) and 
cost of securities purchased, and the aggregate number or face value ery pro- 
ceeds of securities sold. Equity and debt instruments should be separated and 


sub-totals provided to facilitate analysis of portfolio turnover. 
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15.41 In many instances mutual funds engage in a considerable number of 
transactions in comparatively short-term debt instruments, either as a 
defensive posture when a market decline is anticipated or simply as a method for 
the productive use of money pending the availability of a favourable investment 
opportunity. To require disclosure of such transactions, even in the summary 
form proposed in the preceding paragraph, would result in a very considerable 
increase in the space required with minimal additional benefit to the analyst. 
We have therefore concluded that the relevant legislation should permit trans- 
actions in debt instruments maturing within a year after purchase by the mutual 
fund to be aggregated for disclosure purposes although such instruments are of 
different classes and issued by different companies or governments. One ex- 
ception should be made; where any of the debt instruments are issued by compa- 
nies associated with the mutual fund within the meaning of that term as defined 
in paragraph 9.26, separate disclosure in the form contemplated by the preceding 


paragraph should be required. 


25.42 Representatives of the mutual fund industry have expressed concern to 
us that disclosure requirements concerning portfolio holdings or port- 
folio transactions might cause harm to the organizations concerned. This would 
occur if the requirements forced the publication of information which would 
reveal that the mutual fund was engaged in an accumulation or liquidation pro- 
gramme with respect to a particular security; such publication might prejudice 
the successful completion of the programme. We doubt that these situations 
would be of frequent occurrence, for financial statements are rarely published 
until at least thirty days after the end of the period reported on and it would 
be rare for secrecy concerning such a programme to be maintained over that pe- 
riod. However, it is worthy of consideration, even if the situation would arise 
only on rare occasions, for we would hesitate to recommend the imposition of a 
disclosure requirement that might prejudice the mutual fund involved. We have 


concluded that provision should be made to avoid this possibility. 


T5343 The relevant legislation should permit the inclusion in a portfolio 
statement of a heading ''miscellaneous securities" under which securi- 


ties representing not more than 5% by value of the total net assets of the 
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mutual fund could be included. This right would be subject to the requirement 
that in the next set of financial statements of the mutual fund published in a 
corresponding report (i.e. the next prospectus where the privilege is used in a 
prospectus, or the next annual report where the privilege is used in an annual 
report) there be provided the previously omitted information as to the securi- 
ties included under the category "miscellaneous" in the preceding report, and 
the reasons for the omission of information concerning them. Where securities 
of certain classes are omitted from the portfolio statement, the omission of 
transactions in such securities from the transaction statement should also be 
permitted, subject to a corresponding requirement for publication of the missing 


information in the next report. 


15.44 Closely related to information concerning portfolio holdings and trans- 
actions is information on brokerage and portfolio turnover. Brokerage 
is often, or usually, a major cost for the mutual fund, although as noted in 
paragraph 15.26 it would be inappropriate for inclusion in the statement’ of ex- 
penses. We have concluded that information concerning brokerage costs may be of 
considerable importance, and that it should be disclosed by way of note. Ideal- 
ly, such a note should indicate the total compensation paid by the mutual fund 
to brokers or others with respect to portfolio transactions. Unfortunately, 
this would be very difficult or impossible to determine in most cases; compen- 
sation may be earned by way of a mark-up where the broker or other intermediary 
sells to the mutual fund as principal, and the amount of such compensation may 
be unknown to the mutual fund. In view of these difficulties, we have concluded 
that an estimate of broker compensation should be accepted when precise infor- 


mation cannot be obtained. 


15745 The information to be reflected in the note on brokerage costs should 
include the amount of commission payments to brokers or others during 
the period reported on. Such information would be subdivided into commissions 
with respect to common and preferred stock, and commissions with respect to 
debt instruments. A separate category would be permissible for short-term debt 
instruments of the kind described in paragraph 15.41. Separate information 


should be provided as to other types of compensation than commission payments; 
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if such information is an estimate, the method of calculation should be ex- 
plained. The information provided pursuant to these conclusions should reflect 
all transactions, whether or not information as to the transactions themselves 


is included in the recommended transaction statement. 


15.46 We have considered and decided against a recommendation that mutual 
funds should be required to compute their portfolio turnover according 
to a prescribed formula and to publish the resultant figure. We do not consider 
it feasible to arrive at a formula with sufficient precision for statutory 
enactment and yet with sufficient flexibility to allow for the various situa- 
tions which can arise. On the other hand, the financial press should be able to 
compute portfolio turnover on a uniform basis through use of the information 
included within our recommended disclosure requirements. Dissemination of the 
portfolio turnover ratios so computed would facilitate comparisons on this 


guestion by the interested analyst or prospective investor. 


15.47 For the reasons set out in this section, we recommend: 
(Aijimethatethes financial statements of-asmutual »sfundsinsitssannual revortiand 
prospectus should include a statement of net assets and shareholders' 
equity containing the information contemplated by Exhibit 15-B and the 


notes thereto; 


(2) that in the computation of total net assets for the determination of 
management fees based on that figure, subscriptions receivable for shares 


Ore=uni ts! Sold. but) notepaidwetorishould not» bewregardedtasmansasset ; 


(3) that, subject to recommendation (6), the financial statements of a mu- 
tual fund in its annual report and prospectus should include a state- 
ment containing the following information as to its investment port- 
folio at the date of the statements: 

(a) the name of each issuer of the securities held; 

(b) the class or designation of each security held; 

(c) the number of each class of shares or aggregate face value of each 
class of other securities held; and 

(d) the market value of each class of securities held and if the car- 
rying value is other than average cost, the basis of valuation; 


Boy 


eee) 


(5) 


(6) 


(7) 


that, subject to the following recommendations, the financial state- 

ments of a mutual fund in its annual report and prospectus should in- 

clude a statement containing the following information as to transac- 
tions effected for its portfolio during the period reported on: 

(a) particulars similar to those contemplated by: clauses (a) and (b) 
of recommendation (3) with respect to each class of security held 
by the mutual fund at any time during the period reported on; and 

(b) for each class of securities described pursuant to clause (a), the 
aggregate number (or the aggregate face value in the case of debt 
instruments) of securities of that class purchased during the 
period, with their total cost, and similar information as to se- 
curities sold during the period with the amount of the proceeds of 
sale; 

the statement furnished pursuant to this recommendation should separate 


equity from debt instruments and should provide sub-totals for each; 


that for purposes of the statement furnished pursuant to recommendation 
(4) it should be permissible to aggregate transactions in debt instru- 
ments maturing within a year after purchase by the mutual fund, except 
for any such instruments issued by associates of the mutual fund as 


that term is defined in paragraph 9.32, recommendation (2); 


that it should be permissible to omit from the statement furnished 
pursuant to recommendation (3) information of the type contemplated by 
clauses (a), (b) and (c) of that recommendation with respect to securi- 
ties the aggregate value of which does not exceed 5% of the total net 
assets of the mutual fund; the fact that securities are omitted should 
be indicated by the inclusion of a heading "miscellaneous securities” 
and the provision of the information contemplated by clause (d) of rec- 


ommendation (3) on an aggregate basis for the omitted securities; 


that if, pursuant to recommendation (6), securities are omitted from 
the statement furnished pursuant to recommendation (3), it should be 
permissible to omit the same securities from the statement furnished 
pursuant to recommendation (5); 
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(8) that if information is omitted from a prospectus pursuant to recom- 
mendation (6) or (7), the omitted information should be provided in the 
next prospectus with an explanation of the reasons for the omission; if 
information is omitted from an annual report, a corresponding explana- 


tion should be provided in the next annual report; and 


(9) that the financial statements of a mutual fund in the annual report and 
prospectus should include a statement containing the following infor- 
mation as to compensation paid to brokers or others in connection with 
investment transactions during the period reported on: 

(a) total commission payments, subdivided between those paid with res- 
pect to transactions in common and preferred stock, and those paid 
with respect to transactions in debt instruments; it should be 
permissible to include a separate figure for commissions paid with 
respect to transactions in short-term debt instruments of the type 
described in recommendation (5); and 

(b) total compensation of other types; if the figure provided is an 


estimate, the method of calculation should be explained. 


Statement of Changes in Net Assets 


15.48 Exhibit 15-C is a model form of a statement of changes in net assets. 
The submissions made to us, including that of the Canadian Institute of 
Chartered Accountants and that of the Canadian Mutual Funds Association are unan- 
imous that this type of statement provides the best method to indicate changes 
in the position of a mutual fund during a period, although the submissions are 
not in complete agreement as to the exact contents of the statement. This form 
of presentation substitutes for a number of financial statements customarily 
used in other types of business enterprise, and frequently used by mutual funds. 
Such statements include statements of issued capital, paid-in surplus, undis- 
tributed income, realized gains or losses on investments, and unrealized appre- 


Ciation or depreciation of investments. 


a 49 In paragraph 15.20 we conclude that certain of the restrictive condi- 
tions which we propose ‘for application where comparative statements are 
published on a voluntary basis should not be applicable with respect to a 
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one-year comparative statement of changes in net assets. The emphasis given in 
that statement to issues and redemptions of shares or units would make it less 
likely that changes attributable to those factors would mislead the reader. In 
addition, there are cases where the analyst can base conclusions of signifi- 
cance on changes in the flow of money to and from the mutual fund. These 
considerations have not been sufficient to induce us to recommend a require- 
ment that comparative statements of changes in net assets be included in the 
financial: Statements, since’ the interested? analyst#canvusually obtain apcopy got 


comparative statements from reports published in prior years. 


15.250 The Securities Act, 1966 was amended in 1967 by the addition of a new 
section 123a which requires a statement of changes in net assets some- 
what similar to that set out in Exhibit 15-C. We have omitted certain items 
contemplated by that provision in our proposed form of statement. The statute 
requires that the statement of changes in net assets include statistics indi- 
cating the aggregate cost of portfolio securities owned at the beginning of the 
period, the cost of purchases during the period, and the cost of securities 
owned at the end of the period. We have not included these figures in 
Exhibit 15-C. The aggregate cost of securities owned at the end of the period 
will appear in the statement of net assets and shareholders' or unitholders' 
equity (Exhibit 15-B), and sufficient information as to the cost of and pro- 
ceeds from securities purchased and sold during the period will appear in the 
statement of transactions proposed in paragraph 15.40. An interested analyst 
could obtain the remaining item, cost of securities owned at the beginning of 


the period, from the preceding report. 


LSS a Section 123a also requires that the statement of changes in net assets 

include "distributions, showing separately the amount out of net invest 
nent income andyout sof {realized profits") ExhibitwlS-@ would tequimesanstates 
ment indicating total distributions. We believe that sufficient information as 
to the source of the distribution will be provided by the suggested five~year 


Statistical summary discussed below. The only other item required by 


600 


EXHIBIT sIS-C 


(NAME OF MUTUAL FUND) 
STATEMENT OF CHANGES IN NET ASSETS 


FOR THE YEAR ENDED 19 


Year Ended 
Net assets at beginning of 19 _ $ 
(including income available for 
die tributi oneot.s +s et) 
Income: 
Net income for the year $ 
Dividends paid to shareholders 
(unitholders) Sy eo: 
Net increase (decrease) in 
income available for $ 
distribution 
Capital: 
Proceeds from the sales of 
shares (units) during the period had ad De 
Costrot shares (units) redeemed 
during the period $ 
Net proceeds (cost) of shares or 
units issued and redeemed $ 
Realized profits (loss) on sale 
of investments $ 
Increase (decrease) in unrealized 
appreciation of investments $ 
Net increase (decrease) in capital $ 
Net assets at end of year (including 
income available for $ 


distribute vonmorigs S208) 
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section 123a to be included in the statement of changes in net assets that is 
not reflected in Exhibit 15-C is certain information on a per share or unit 
basis. This type of information is considered in the following subsection, 
where we discuss the five-year statistical summary which we propose should be 


required in the financial statements. 
A ogre Ws For the reasons set out in this section, we recommend: 


that the financial statements of a mutual fund in its annual report 
and prospectus should include a statement of changes in net assets 
containing the information contemplated by Exhibit 15-C. 
Five-Year Statistical Summary 
on a Per Share or Unit Basis 
TS. 535 Exhibit 15-D is a model form of a five-year statistical summary on a 
per share or unit basis. This exhibit, more than any of the others. 
is applicable specifically “43 mutual funds and would be inappropriate for other 
types of enterprise. Because of this, and because there are items which it 
would seem desirable to include in the five-year statistical summary, but which 
are omitted from Exhibit 15-D for technical reasons, it seems desirable to re- 


view the reasoning which underlies the conclusions reflected in that exhibit. 


Lod To the average shareholder or unitholder of a mutual fund, by far the 
most meaningful and important financial information is that which is 
stated on a per share or unit basis. Growth in net asset value per share or 
unit is of infinitely greater importance to him than is growth in the total net 
assets of the mutual fund. It would be very desirable to have complete infor- 
mation expressed on a per share or unit’ basis, and this is one type oreinice. 
mation which could be of even greater value if expressed onan historical basis 
for comparative purposes. In its brief to us, the Canadian Institute of 
Chartered Accountants adopted this approach, recommending that mutual funds be 
required to provide five-year statistical summaries on a per share or unit 
basis, and that such summaries should distinguish severally at least the follow- 


ing information for a share or unit outstanding throughout each period: 
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EXHIBIT 15-D 
(NAME OF MUTUAL FUND) 


PER SHARE (UNIT) STATISTICAL SUMMARY OF A SHARE OR UNIT 


OUTSTANDING THROUGHOUT THE PERIOD 


Distributions during year 


Dividends 


Excess of Realized 
and Unrealized 
Capital Gains (Losses) 
and Income over 
Expenses and 
Distributions 


Net Asset 
Value at 
Star te Ot, 


Net Asset 
Value at 
End of 


Notes 

i Where a share (unit) split or consolidation or stock dividend has 
occurred during the tive years, all information should be adjusted 
so that it is properly presented on a current basis. 

ie Share (unit) dividends should be reflected at net asset value at the 
record date. 

is The amount to be shown as distributions of capital will be zero in any 
year when all distributions actually made could have been made from 
income earned during the year or accumulated during prior years. In 


any year when that is not the case, distributions of capital will bear 
the same proportion to total distributions per share or unit that the 
excess of the aggregate amount distributed over available income bears 
to the aggregate amount distributed. For example, if total income 
earned during the year and available from prior years is $5,000,000; 
the amount distributed is $6,000,000, the total number of shares out- 
Stanainesise2.s wil Lioneand ‘total “distribution pergeshareforeunityis 
$2.40, canital distribution per share or unit is $9.40. An exnlana- 
tion should be provided for any year with resnect to which net asset 
Maluesperashares orsunat at the beginnine’ ofthe year: lessmdistribue 
tions, plus the excess of capital gains and income over expenses and 
distributions, does not equal net asset value per share or unit at the 
end of the year. 
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(a) net asset value at the beginning of each period 


(b) dividends, interest and other income from investments 
(re) expenses other than income taxes 
(d) income taxes 
(e) net income 
(£) dividends paid 
(g) net realized and unrealized gain (loss) on investments, and 
(h) net asset value at the end of each period. 
Lbs. We were attracted by the recommendation of the Canadian Institute of 


Chartered Accountants; information of the type recommended by it would 
be of considerable interest to present shareholders and unitholders and to 
potential purchasers. We have, however, concluded’ that there’ would bDepdiitii-= 
culty, in some cases insuperable difficulty, an arrivings) ati the necessarysin.o as 
mation with respect to a mutual fund continuously engaged in the issuance and 
redemption of shares or units. It is noteworthy that only three of the speci- 
fied items are clearly determinable by reference to readily ascertainable infor- 
mation, net asset valiue per share or unit at the beginning and end of the 
period, and distributions during the period; the latter item can be subdivided 
between capital and income distributions in the manner described in note 3 to 
Exhibit 15-D. A fourth figure can be determined by deducting from net asset 
value per share or unit at the end of the period the aggregate of net asset 
value per share or unit at the beginning of the period and distributions during 
the period (whether in cash or in shares or units). This fourth figure can be 
taken as an expression on a per share or unit basis of the amount by which 
undistributed gains, including income and realized or unrealized capital gains, 
exceeded expenses for the period. While the latter item might arguably not be 
accurate with respect to a share or unit outstanding throughout the year (if, 
for example, the number of shares outstanding on dividend payment dates were, 
on average, much higher or much lower than the average number outstanding 
during the year) swe think 1t#is‘aesignificanterti suresthesdisciosuresol wise 
would be appropriate. Disclosure of these four items on an historical basis 
would clearly be feasible, but they do not include several items recommended 
by the Institute of Chartered Accountants which are of almost equal importance. 
The most important of the latter items are sources of income and types of 


expense: On) a) peresharceOrwulimtaDasisr 
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£5550 Several mutual funds presently provide information of the type recom- 
mended by the Institute of Chartered Accountants, and mutual funds 
subject to section 123a of The Securities Act, (Ontario) are required to show 
not only net asset value per share or unit at the beginning and at the end of 
the period, but also distributions per share or unit out of net investment 
income and out of realized profits. We have considered the methods currently 
used to provide this information, and whether one of these methods or some 
other method might be capable of general application so that the items recom- 
mended by the Canadian Institute of Chartered Accountants but not included 
among the four items referred to in the preceding paragraph could be provided 
on a reliable and uniform basis. We have been unable to find any such method. 
All the information is so seriously affected by fluctuations in number of 
shares or units outstanding that, we have concluded, there is no fair and mean- 
ingful way to calculate these additional items that would be appropriate for 
all mutual funds. Those mutual funds that presently supply this information 
make use of assumptions which, while accurate for them, are not of general ap- 
plication. One, for example, distributes annually all its net income by way 
of dividends. A per share statistical summary is included in its financial 
statements which is prepared on the assumption that net income on a per share 
basis for a share outstanding throughout the period equals the dividends paid 
on that share. This assumption may be subject to question, and is certainly 


not one of general application. 


5 / We have considered variants of the methods presently followed, one 
such variant being to compute each item of information daily and to 
aggregate the daily totals at the end of the year. Apart from the difficulties 
in implementation of such an approach, for a great many calculations would be 
required, we think that the result might cause more confusion than it would 
resolve for the information expressed would not necessarily coincide with the 
actual experience of the holder of a share or unit outstanding throughout the 
period. Having rejected all available methods for the determination of income 
or expenses on a per share or unit basis, we have been forced to the conclusion 
that the kind of detailed statement recommended by the Canadian Institute of 
Chartered Accountants cannot feasibly be required by statute. Exhibit 15-D 
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therefore embodies only the four items of information referred to in para- 
graph 15.55, with distributions during the year subdivided between capital and 
income distributions in the manner described in note 3 to Exhibit 15-D. The 
latter subdivision is of particular importance in view of the fact that imple- 
mentation of our conclusions in Chapter V would remove any restriction on divi- 


dends or other distributions made by the mutual fund from capital. 


Lo. oo One addition to the information described above should be made with re- 
spect to incorporated Canadian mutual funds. For income tax purposes, 
these mutual funds must be in a position to state whether they have distrib- 
uted all of their income during the year and to state the amount of undistrib- 
uted income on hand on a per share basis at the end of year; they must also 
be able to state the amount of undistributed income on hand on a per share 
basis with respect to any share redeemed during the year, as of the time it was 
redeemed. Methods for the determination of this information vary and the 
Department of National Revenue has recognized the difficulties it involves. 
Still, the information is of considerable importance to shareholders and we 
think that it should be provided in the per share statistical summary. We have 
concluded that incorporated mutual funds should provide, as part of the summary 
or by way of note thereto, a statement of the undistributed income per share on 


hand at the end of each year covered by the summary. 


T5259 Some mutual funds may elect to present the additional per share or 
unit information recommended by the Canadian Institute of Chartered 
Accountants, or similar information. This may be perfectly feasible in some 
situations, particularly with a mutual fund whose total number of shares or 
units outstanding has remained relatively constant throughout the year. We 
have concluded that additional information on a per share or unit basis should 
be permitted if the method of calculation is indicated and the auditor's report 
specifies that the entire statement presents fairly the information it purports 


EO [OMESEME - 
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15.60 For the reasons set out in this section, we recommend: 


(1) that the financial statements of a mutual fund in its annual report 
and prospectus should include a five-year per share or unit statis- 
tical summary for a share or unit outstanding throughout the period 
containing the information contemplated by Exhibit 15-D and the notes 


thereto; 


(2) that incorporated mutual funds should provide as part of the summary 
furnished pursuant to recommendation (1), a statement of the undis- 
tributed income per share on hand at the end of the year covered by 


the summary; and 


(3) that it should be permissible for the financial statements of a mutual 
fund to include information on a per share or unit basis in addition 
to that contemplated by Exhibit 15-D if the method of calculation of 
such information is clearly indicated and if the auditor's report 
thereon specifies that the statement in which such information is in- 


cluded presents fairly the information it purports to present. 


Semi-Annual Reports 
3.01 In paragraph 14,120 we conclude that mutual funds should be required to 


distribute semi-annual reports to the holders of their shares or units, 
The financial statements contained in this report should provide information 
Similar to that which we propose for inclusion in the annual report. Those 
Statements, such as the statement of income and expenses, which provide infor- 
mation for a period rather than at a specific date should relate to the six- 
month period elapsed since the date of the preceding annual report. Such a 
requirement would be inappropriate for many organizations which carry on other 
types of activity, since seasonality of income or expenses might affect the re- 
Sults. That is not ordinarily a major problem with mutual funds but the state- 


ments in the semi-annual report should be accompanied by an explanatory note 
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if management believes that the results for the six-month period reported on 
are significantly affected by seasonality. Explanatory notes should also deal 
with any other ways in which the financial statements might mislead as a result 


of the provision of information for a period of six months rather than a year. 


15 262 For the reasons indicated in paragraph 6.81, we have concluded that 
an auditor's report should not be required to accompany the financial 
statements in semi-annual reports. Instead, the semi-annual report should 
contain a certificate of two responsible officers of the mutual fund or of its 
management company to the same effect, with any necessary changes, as the au- 


ditor's ‘report proposed in paragrapl 16, 02: 


15305 In the semi-annual report as in the annual report, material in addi- 
tion to the required information is often included, to assist sales 
or for other reasons. We have concluded that such information should be per- 
mitted subject to the same conditions under which additional information is 
permitted in annual reports and prospectuses. Compliance with the guidelines 
for sales literature formulated pursuant to paragraph 14.73 would be required 
in all cases. Compliance with the restrictions outlined in paragraph 15.20 


would be required if comparative financial statements were used. 


15.64 It is desirable to comment briefly on the use of certain statements 

in the semi-annual report. Representatives of the mutual fund indus- 
try have contended that the statement of income and expenses (Exhibit 15-A) 
would not be meaningful in a semi-annual report except for a mutual fund whose 
investment objectives place emphasis on income. We do not accept this conten- 
tion, for the statement of income and expenses reflects expenses as well as 
income and the former are relevant regardless of the objectives followed in 
portfolio management concerning production of income. It is only from the 
statement of income and expenses that an accurate idea of the amount and nature 


of expenses can be obtained. 


1505 The statement of net assets and shareholders’ or unitholders' equity 
(Exhibit 15-B) and the various statements as to portfolio content and 


trading proposed in paragraphs 15.34 to 15.46 require no additional comment 
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here. The statement of changes in net assets (Exhibit 15-C) could be mis- 
leading in a semi-annual report unless a clear explanation is provided of the 
fact that it relates only to a six-month period. Mutual funds which pay divi- 
dends but do not make a policy of paying them in equal amounts in the first 
half and the second half of the year should include in the explanation a state- 
ment of this fact and of the anticipated dividend policy for the six months fol- 
lowing the date as of which the report is made. This explanation should be so 
worded and so located that it will appear as a note to the statistical per 


share or unit summary as well as to the statement of changes in net assets. 


15.66 The five-year per share or unit statistical summary included in the 
semi-annual report should consist of the information for the five 
years ending with the date of the preceding annual report, plus similar infor- 
mation for the six months reported on in the semi-annual report. The former 
would ordinarily be identical to the corresponding statement in the preceding 
annual report; the latter, which should be so presented as to indicate clearly 
that the period it covers is six months rather than a year, should also follow 


the form of Exhibit 15-D with any necessary adjustments. 
15.67 For the reasons set out in this section, we recommend: 


(1) that semi-annual reports of mutual funds should include the same finan- 
cial information as that recommended for inclusion in annual reports; 
financial statements which contain information for a period rather 
than at a specific date should relate to the six-month) period since 


the date of the preceding annual report; 


(2) that an explanatory note to accompany the financial statements in a 
semi-annual report should deal with any ways in which the financial 
statements might mislead as a result of the provision of financial 
information? forea period; of; sixsmonthsi/rathersthan#ta year; inepartic- 
ularedanvexplanatoryinotesshouldsbeeprovided jiifant miseanticapated 


that the results may be affected by seasonality; 
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(3) that the financial statements in a semi-annual report should be accon- 
panied by a certificate of two responsible officers of the mutual fund 
or its management company to the same effect, with any necessary chan- 
ges, as the report of the auditor made on an annual report in accord- 


ance with the recommendation contained in paragraph 6.88; 


(4) that material in addition to the required information should be inclu- 
ded in semi-annual reports only if it complies with the conditions 


proposed for the inclusion of similar information in annual reports; 


(5) that the statement of changes in net assets in a semi-annual report 
should be accompanied by a clear explanation that it relates only to 
a six-month period, which explanation should be so worded and so lo- 
cated that it will appear as a note to the five-year statistical sum- 
mary as well; if the mutual fund pays dividends and does not make a 
practice of paying them in equal amounts in the first and second 
halves of the financial year, the explanation should also include a 
statement of this fact and of the anticipated dividend policy for the 
six-month period following the date as of which the semi-annual 


report is made; and 


(6) that the five-year per share or unit statistical summary should con- 
sist of the information required in that statement for the five years 
ending with the date of the preceding annual report, and similar 
information for the six months reported on; the latter information 
should be so presented as to indicate clearly that the period it 


covers is six months rather than a year. 


Quarterly Reports 


1568 As indicated in paragraph 14.120, we do not propose that mutual funds 
should be required to publish quarterly reports. However, we think it 
appropriate in cases where such reports are published on a voluntary basis, to 
specify appropriate restrictions as to their contents. In case where they 
include financial statements similar to any of those which we propose for 


inclusion in annual and semi-annual reports, the rules governing such 
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financial statements should be applicable. In addition, the guidelines on 

the content of sales literature and the restrictions on the use of comparative 
financial statements should apply to quarterly reports as they would to semi- 
annual reports under paragraph 15.63. Financial statements which related to 

a period rather than to a specific date could apply either to the quarter re- 
ported on or to the period since the preceding annual report; this would mean 
that the quarterly report for the first quarter would cover a three-month 
period, while that for the third quarter would cover either a three or a nine- 


month period. 
15 269 For the reasons set out in this section, we recommend: 


(1) that in cases where quarterly reports are published and include finan- 
cial statements similar to any of those required for inclusion in 
annual and semi-annual reports, they should conform with the res- 


trictions applied to those reports. 


(2) that the content of quarterly reports should conform with guidelines 
for sales literature prepared in compliance with paragraph 14.79, and 
comparative financial statements should be included only subject to 
compliance with the restrictions in paragraph 15.21, recommenda- 


tron e4); wand 


(3) that financial statements in a quarterly report which relate to a 
period instead of a specific date should be either for the quarter re- 
ported on or for the three or nine months since the date of the pre- 


ceding annual report. 


Mutual Funds Investing Exclusively in 


Shares or Units of Another Mutual Fund 


15.70 A number of mutual funds whose shares or units are qualified for sale 

in Canada, invest exclusively in the shares or units of a single other 
mutual fund, with the former mutual fund sometimes colloquially referred to as 
the "top" fund and the latter as the "bottom" fund. This arrangement is fre- 
quently adopted for income tax reasons in connection with the sale in Canada of 


shares of mutual funds organized in the United States or elsewhere outside 
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Canada. In addition, it 1s usedswhere the rorganizers wish stogcater with gagsine 
gle investment portfolio for investors who are interested in dividend payments 
and for those who prefer to let their money accumulate. These arrangements are 
often referred to as compound funds, although that term is more appropriate for 
mutual funds in the latter of the two»categories ithan for those in the former, 
In paragraph 12.90 we distinguish these mutual funds from 'funds on funds" 


which invest in a variety of mutual funds as an investment technique. 


VS dak It is apparent that the disclosure requirements applicable. to-compoune 
funds must be somewhat different from those for ordinary mutual funds. 
We comment on this point in paragraph 14.65 and make specific suggestions con- 
cerning the disclosure requirements that we think appropriate in this situation. 
So far as financial disclosure is concerned awe have. conciudédwtiaterneepau 
pectuses and reports of the "top" fund should be required to contain financial 
statements of the "bottom" fund identical to those which would be required if 
the prospectus or report were prepared with respect to the “bottom” fund. in 
addition, prospectuses and reports of the "top" fund would be required to in- 
clude a five-year statistical summary on a per share or unit basis as contem- 
plated by Exhibit 15-D and a statement of net assets and shareholders' or unit- 
holders' equity as; contemplated by Exhibit, 15-B, both with respect jto-the “top 


tund- atsela: 
ASF 2 For the reasons set out in this section, we recommend: 


that the prospectuses and reports of a mutual. fund which invests) ex- 
clusively in the shares or units of another mutual fund should include 
the financial information which the latter mutual fund would itself be 
required to provide, but with respect to the former mutual fund should 
only be required to include its own five-year per share or unit sta- 
tistical summary and its own statement of net assets and shareholders' 


or unitholders' equity. 
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CHAPTER XVI 


BANKS; TRUST COMPANIES ; 
LIFE INSURANCE COMPANIES; FOREIGN MUTUAL FUNDS 


16,01 Representatives of the organizations traditionally known and referred 
to as mutual funds have urged us to adopt the approach that any ar- 
rangement which resembles a mutual fund should be so regulated. Were we working 
on a blank slate, this might be feasible. The fact that our proposals must be 
implemented in the context of a developed economy and of existing financial in- 
stitutions imposes two constraints which must be taken into account. The first 
is the difficulty in making a sharp distinction between arrangements which re- 
semble mutual funds, and should be so regulated, and those which do not. The 
discussion in Chapter V exemplifies this problem, The mutual fund is a vehicle 
for the provision of a withdrawable equity interest in a portfolio of invest- 
ments, and there are many arrangements of which that statement is more or less 
true. It would not be desirable to state arbitrarily that the regulatory scheme 
proposed in this report should apply in its entirety to some of the arrangements, 
eraebe in no way applicable to others. It would not be feasible to say that 


the scheme should apply in its entirety to all the arrangements. 


16.02 The second constraint on the attempt to apply the mutual fund regula- 
tory scheme to all arrangements which resemble mutual funds arises from 
the fact that Bone wor them are sponsored by financial institutions which are 
already subject to detailed regulations. To the extent that those regulations 
accomplish the objectives of recommendations made in this report, it would be 


pointless to duplicate the existing requirements through application of the 
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regulations we propose. This is an important point since all financial insti- 
tutions share certain common characteristics and it is therefore natural that 


the regulations applicable to them should share some common objectives, 


16.03 In spite of our recognition of the two constraints, we agree in prin- 
ciple with the position that all arrangements which resemble mutual 
funds should be so regulated. In Chapter V we propose a definition designed to 
identify such arrangements. As a consequence of the two constraints described 
in the preceding paragraphs, the line drawn by the definition does not mark an 
obvious separation between types of financial instruments. For example, the 
definition includes investment funds offered for public participation by trust 
companies, but it does not include funds sponsored by trust companies to provide 
the basis for retirement savings plans registered under the Income Tax Act. 
Nor does it include variable policies of life insurance companies and the seg- 
regated funds upon which they are based, although we recognize that these are 


directly competitive with mutual funds. 


16.04 Given the lack of an obvious line of separation between mutual funds 
and other financial arrangements, it is a natural result that the 
regulatory scheme should require adjustment to the various arrangements. Some 
of those caught by the definition should be granted limited exemptions from 
parts of the scheme; others should be made subject to parts of the scheme even 
though they are not caught by the definition. Examples of the former include 
the trust company investment funds, and may include certain foreign mutual 
funds and certain aspects of the distribution of mutual funds through chartered 
banks. The most important examples of the latter, stressed in Chapter V, are 
the individual variable policies of life insurance companies and the segregated 


funds upon which they are based. 


16.05 In this chapter we discuss the four examples mentioned above, of ar- 
rangements not caught by the definition which should nevertheless be 

made subject to parts or all of the regulatory scheme and of arrangements caught 

by the definition for which exemptions are appropriate. These examples are of 


considerable substantive importance, since the plans and arrangements which 
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would be affected by the implementation of the proposals in this chapter are 
already of substantial size and their continued growth seems likely. The dis- 
cussion should not, however, be looked to merely for the specific proposals 
made, but as illustrative of the method of approach that should be adopted for 
other financial instruments which may develop in the future. It would be im- 
possible to predict the nature of these instruments, or the details of the 
regulations which would be appropriate for them. If the responsible authorities 
analyze each new instrument in the way that existing instruments are analyzed 

aa Chapter Vand in’ this chapter, we believe that the result will be an effec- 
tive scheme for the protection of the investor, applied on a consistent basis, 


while preserving flexibility for the development of new financial instruments. 


PoF06 In the following sections we consider first the distribution of mutual 
funds through banks. We then discuss the trust company investment 
funds and the segregated funds of life insurance companies, Finally, we con- 


sider the regulation of foreign mutual funds which are distributed in Canada, 


Banks 
16.07 The development of relationships between Canadian chartered banks and 
mutual funds is a controversial topic upon which we have received a 
number of submissions, To put the matters in issue into perspective it is 
necessary to review the nature of the relationships which have developed. All 
are attributable to the same considerations. The banks have large numbers of 
customers, many with cash readily available. For at least some of these cus- 
tomers, the mutual fund would be an ideal vehicle for investment. In addition, 
the major Canadian chartered banks have extensive branch banking systems which 
provide them with a degree of access to the Canadian public that is probably 
unmatched by any other type of financial institution; this is particularly true 
in rural areas, One consequence of the branch banking system is described as 
follows in a brief we received from a mutual fund associated with a chartered 
bank: 


e-. in countless individual cases the local bank manager has habit- 
ually been looked upon as being the financial advisor to his clients, 
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many of whom will take no financial action without discussing it 

Wie iam ot 
For all these reasons, it is understandable that a bank should wish to establish 
a relationship with asmutual fund vinsorder toomake?sharesiorwunits availablesvec 


LpSaCuUsSwOMeinsr. 


16.08 At the time of writing, two of the major Canadian chartered banks are 
in a position to makeravailablesto their eclsents the vebarcsioisaas 
sociated mutual funds, and a third, smaller, bank is also associated with a 
mutual fund. The arrangements differ considerably. The Toronto-Dominion Bank 
and Loomis-Sayles, Inc., a large mutual fund management organization in the 
United States, each own 50% of Corporate Investors (Marketing) Limited and of 
Loomis-Sayles and Co. (Canada) Ltd. The latter two companies are, respectively, 
the distribution company and the management company of Corporate Investors 
Limited, although the contractual arrangements are somewhat unusual in that 
Loomis-Sayles and Co. (Canada) Ltd. acts under a contract with Corporate 


Investors (Marketing) Limited rather than with Corporate Investors Limited. 


16.09 The basic sales charge rate for shares of Corporate Investors Limited 
is the prevailing rate of approximately 8.5% and The Toronto-Dominion 
Bank collects the normal commission paid to brokers on sales of those shares. 
It therefore benefits both from management fees and from sales charges. In 
addition, it owns an underlying class of common shares of Corporate Investors 
Limited, swhich give atethe right to elect threevot othe twelvetdirectcrs sotmaae 
mutual fund, although it does not vexercise that right. Certain of the direéciarcs 
and officers of The Toronto-Dominion Bank are, however, directors of Corporate 
Investors Limited. Finally, The Toronto-Dominion Bank» acts as custodian of (jhe 


assets of Corporate Investors Limited. 


£6.10 The other mutual fund associated with a major Canadian chartered bank 
is RoyFund Ltd., a name obviously derived from that of its associated 
bank, The Royal Bank of Canada. The Royal Bank of Canada has no participation 


either in the management company, United Bond and Share Limited, or the distri- 


* .United Bond. and Share: Limited, RoyFund(Distributors Ltd.sand RoyFundeita. 
Brief to the Canadian Committee on Mutual Funds and Investment Contracts 
(June, 1968) page 18. 
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bution company, RoyFund Distributors Ltd., of RoyFund Ltd.; the distribution 
company is a wholly-owned subsidiary of United Corporations Limited, a closed- 
end investment company. Applications for shares are accepted only by the 
distribution company, but forms and information are available at branches of 
The Royal Bank of Canada. This is the only important technique used to effect 
their distribution; they are not sold through other sales outlets. The basic 
sales charge rate is 3% of the net asset value of shares or units purchased, 
or about 2.91% of the amount paid by the purchaser; no part of this charge is 


paid to The Royal Bank of Canada, 


Po. 11 While the Royal Bank does not participate in the management company or 
the distribution company of RoyFund Ltd. and receives no compensation 
for the sale of shares, it is closely related to the mutual fund in other ways. 
The bank acts as custodian of the portfolio securities of the mutual fund, and 
as transfer agent (but not registrar) for its shares. In addition, by arrange- 
ment with the management company, the bank performs clerical and accounting 
functions for which services it receives a portion of the management fee paid 


by RoyFund Ltd. 


ii, 2 The third chartered bank which is associated with a mutual fund is The 
Mercantile Bank of Canada. This bank is a subsidiary of the First 
National City Bank of New York, as is International Trust Company. The latter 
company has organized Investoflex Fund as a trust company investment fund, sold 
without sales charges. The Mercantile Bank of Canada makes units of this mutual 
fund available to its customers, but does not advertise them to the extent that 
is done by the two chartered banks discussed in preceding paragraphs, Because 
of that, and because The Mercantile Bank of Canada lacks the extensive network 
of branches which characterizes The Toronto-Dominion Bank and The Royal Bank 
of Canada, the relationship between The Mercantile Bank and Investoflex Fund 


is not of the same significance as the other relationships described above. 


me, 13 In spite of the diversity of arrangements between the chartered banks 
and their associated mutual funds, they have two common features which 


are of considerable importance to the following discussion. The first is that 
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in each case the mutual fund is organized separately from the bank, and has 

its own management company. This is an important difference from life insurance 
companies and trust companies, The segregated funds of life insurance companies 
and the investment funds of trust companies are regarded by the respective com- 
panies as accounts maintained by them rather than as separate entities. These 
accounts are entirely managed by the companies concerned, The fact that the 
banks have not organized accounts in a similar way is attributable in large 

part to doubts concerning the extent of their Legal powers. elt as not iclear 
whether Canadian chartered banks are permitted to sell investment advice, and 
the power to do so would be essential if the banks were to manage funds in a 


manner Similar to life insurance companies and trust companies. 


16s Because banks and their associated mutual funds are operated as separ- 
ate entities in law and in fact, it is appropriate to consider the 

banks only as sales outlets for the mutual funds, There is no reason to con- 
fer special treatment on a mutual fund merely because it is associated with a 
bank, except to the extent that such treatment may be appropriate for the bank 
in its sales function. Here the second similarity of the three cases described 
above is relevant. None of the three banks has salesmen engaged exclusively 

in the distribution of mutual funds. Indeed, all emphasize that their employ- 
ees receive no benefit from the sale of shares or units in the associated mutual 
fund, and that the employees are therefore not reluctant to discuss other mutual 
funds with potential purchasers. Both The Toronto-Dominion Bank and The Royal 
Bank of Canada display literature in their branches to advertise their associ- 
ated mutual funds, The advertising is their only major effort to find customers 


apart from the existing clients of the bank. 


Ne owe be The controversy concerning bank-mutual fund relationships revolves 
around two principal contentions. It is said, first, that banks 
should not be permitted to establish associations with mutual funds at all. 
second, if the first contention is rejected it is said that banks should be in 
no way exempt from the requirements applicable to other sales outlets; their 
employees should be required to register and to take training courses as do 


mutual fund salesmen. Two arguments are advanced in support of the first 
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contention. It is said first that, in view of the role of the bank manager as 


financial adviser which is noted in the quotation in paragraph 16.07, it is 


undesirable for bank managers to be put in a position where it is necessary for 
them to "push" a particular mutual fund. Such a position raises the possibility 
that the manager will abuse his relationships with his customers and his know- 
ledge of their personal financial affairs to sell them mutual fund shares or 


units. 


16.16 The argument that a relationship between a chartered bank and a mutual 
fund puts a branch manager in a position where his duty to his cus- 
tomer conflicts with his duty to his employers is supplemented by related points 
concerning sales through banks. It is said that the branch banking system pro- 
vides the chartered banks with an unfair competitive advantage, The branches 
constitute a readily available distribution network since they can readily add 
the sale of mutual fund shares or units to their other activities at small 
marginal cost. In addition, apart from the conflict of interest question, it 
is said that bank employees lack the requisite experience and knowledge to ad- 


vise customers concerning mutual fund investments. 


16.17 The second argument advanced in support of the contention that chart- 
ered bank-mutual fund relationships should be prohibited is summarized 
in the brief from which the quotation in paragraph 16.07 is extracted: 
»»eOne possible argument that might be advanced against an associ- 
ation between chartered banks and mutual funds might...run along 
the lines that, if banks were to control the resources of large 
mutual funds in addition to the enormous assets they already ad- 
minister, they might be in a position to control large segments of 
the Canadian economy and use this control against the best inter- 
ests of the Canadian public in general and the shareholders of the 
controlled funds in particular,* 
16.18 Any alleged competitive advantage to the banks would alone have little 
merit, in our view, as an argument against relationships between them 
and mutual funds, The development of competition among Canadian financial in- 
stitutions would be stultified if institutions of one type could not issue in- 


struments of a new kind because they would have a competitive advantage over 


institutions of another type. The argument that bank managers might unfairly 


* Supra, footnote to paragraph 16.07, page 15. 
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use their position to sell mutual funds concerns us not for that reason but 
because of the potentiality of a conflict of interest. There are obvious pro- 
blems in the reconciliation of the duty of a bank employee to give impartial 
investment advice to his customers with his duty to the bank to sell shares or 
units of an associated mutual fund, regardless of the extent to which the bank 
may stress that the employee is not to give undue weight to the mutual fund 
concerned. On the other hand, it may well be that the availability of an as- 
sociated mutual fund will enable the bank to give better service to its cliente: 
We have concluded that the decision whether to become associated with a mutual 
fund should be regarded as a matter of business judgment for the bank, but that 
the clearest possible disclosure of the relationship should be made to the 
customer when he is advised by a bank employee to invest in an associated mutual 
fund. Proposed requirements for the nature and content of this disclosure are 
outlined below. The argument that bank employees lack the knowledge and experi- 
ence to advise customers concerning mutual funds is also dealt with below, in 


our conclusions concerning the training of bank employees. 


16.19 The argument described in the quotation in paragraph 16.17, that 
relationships with a mutual fund may concentrate undue economic power 
in the hands of a chartered bank, involves important questions»of national 
economic policy and of the appropriate role for chartered banks. The brief from 
which the quotation is taken comments that there is no reason to assume that 
the banks would exercise their power in anything other than a fair and respon- 
sible manner, and we do not quarrel with this statement although it does not 
necessarily constitute an adequate rebuttal of the argument. The economic and 
other questions involved in a resolution of this argument have implications 
that far exceed our purview, and we therefore can base no conclusions on it. 
For that reason, and because we reject the other arguments advanced to support 
it, we also reject the contention that relationships between banks and mutual 


funds ought to be prohibited, 


16.20 The second contention advanced in the controversy concerning bank- 
mutual fund relationships has been pressed on us by many who have made 


submissions, To the time of writing the provincial securities administrators 
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have not required employees of chartered banks to register or to take training 
courses in connection with their sale of mutual funds, There are four principal 
reasons for this position, The administrators are concerned with possible con- 
stitutional implications since the regulation of banks and banking is a federal 
responsibility. Second, exemptions from the registration requirements in most 
of the provincial securities acts may be construed to make these requirements 
inapplicable to the banks. Third, the administrative problems involved in the 
determination of what bank employees should be registered and in having them 
take a training course might be considerable. Fourth, the administrators recog- 
nize some merit in an argument advanced by the banks which is stated as follows 


in a letter written to us on behalf of The Toronto-Dominion Bank: 


LOpLertNGouy> [in a request for written submissions circulated by the 
Committee] also raises the question of the requirements to be satis- 
fied by personnel selling shares of mutual funds. Training pro- 
grammes for branch officers engaged in the sale-of mutual fund 
shares are conducted by the bank. No officer below the rank of 
administration officer (accountant) is permitted to enter into de- 
tailed discussion on investment matters or to accept orders, 
Wherever possible prospective purchasers are interviewed by the 
bank manager. In other words, only senior branch personnel can 
promote sales; in the majority of branches the manager and adminis- 
tration officer; in larger offices, managers, assistant managers 
and accountants. It is hardly necessary for us to point out that 
all of these officers have years of experience in financial matters 
and have readily available to them the expertise, advice and coun- 
sel of the bank's head office Investment Division. As a matter of 
policy the bank only promotes the sale of mutual fund shares where 
investment in such shares is appropriate to the financial circum- 
stances and. investment objectives of the individual. Investors who 
prefer, or whose financial needs dictate, the security of bonds 

and savings deposits are not encouraged to exchange their holdings 
for mutual fund shares.* 


Po. 21 Of “the four reasons for the non-application of registration. and’ train-= 
ing requirements to bank employees, each of the first three is either 
irrelevant to us or is unconvincing. Constitutional considerations need not 
deter us from recommendations for appropriate procedures since we report to the 
federal as well as to the provincial governments. Interpretation of the exist- 
ing legal position is not a determinative factor, since we are able to recommend 
changes in the law. The administrative difficulties in the applications of a 


registration requirement can, we think, be readily surmounted. The fact that 


employees of the banks are frequently moved from province to province would 


* Letter from The Toronto-Dominion Bank to G.E. Grundy, July 26, 1968. 
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occasion considerable difficulty if the rules applied in each province were 
different, but it is our hope that our recommendations will result in uniform 
requirements across Canada, As to the difficulty in the determination of which 
employees should register and take the training course, the quotation in the 
preceding paragraph sufficiently indicates that the banks feel able to designate 
what employees will advise customers concerning mutual funds; this point is 


considered more specifically below. 


16.22 The fourth reason, represented by the quotation in paragraph 16.20, is 
the principal one relied upon by representatives of the banks in our 
conversations with them. Their feeling is that by the time an employee has 
reached a senior level in the branch banking system, he has acquired sufficient 
knowledge to be able properly to advise customers; the knowledge is attributable 
both to his own working experience and to courses given by the banks. We 
recognize that the manager of a bank branch can be viewed in a different way 
from a new mutual fund salesman with no previous experience; the character 
references and inquiries which form part of the registration process in the 
latter's case are probably not necessary for the former. We cannot, however, 
agree that a person is necessarily qualified to engage in the sale of mutual 
fund shares or units simply because he has attained a position of seniority in 


a bank pranchr 


1b. 23 The knowledge and experience gained by a person during his rise to the 
level of accountant or branch manager in a bank, while of great value 
to him in his ordinary work, is unlikely to include extensive exposure to the 
merits of equity investments. A brief review of either the Canadian Securities 
Course or the Canadian Mutual Funds Course shows many items which are unlikely 
to arise during normal banking activities. Our concern that this may result 
in accountants or branch managers who know little of equity investments pur- 
porting to advise their clients on such investments is accentuated by the fact, 
pointed out in the quotation in paragraph 16.07, that the managers of branches 
are habitually looked to by many of their clients for financial advice. The 


possible consequences are apparent; the manager to whom the customer looks for 
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advice, but who is not personally versed in the intricacies of the equity mar- 
kets is likely to recommend the mutual fund associated with his own bank without 


full consideration of alternatives. 


16.24 It might be said that bank customers do not need the protection which 
is available through the application of a registration and training 
requirement since a bank employee is unlikely to engage in active promotion of 
a mutual fund and customers can therefore be assumed to be persons for whom 
mutual funds are shopping goods. We have concluded that our proposal in para- 
graph 14.15 that exemptions from the registration and training requirements 
should be granted to salesmen associated with organizations which levy no sales 
charges and have no salesmen "on the road" goes as far as is appropriate to 
meet this argument. A bank which sells shares or units, or arranges for their 
sale, with a sales charge levied may engage in an active promotional campaign, 
and we think that it would be inaccurate to assume that the purchasers would 
all be persons for whom shares or units of mutual funds are shopping goods, 
In some circumstances the exemption would even be inappropriate for a bank which 
sold shares or units with no sales charge, and the administrator should then 


withhold the exemption as proposed in paragraph 14.15, 


BG25 For the reasons indicated in the preceding paragraph we have concluded 
that, in principle, employees of banks should not (except to the ex- 
tent contemplated by paragraph 14.15) be exempted from the registration and 
training requirements applicable to mutual fund salesmen. This conclusion does 
not resolve the problems to be considered, for it leaves open the question of 
who should be registered and of whether any differences should be made in the 
applicable requirements from those for other mutual fund salesmen, The regis- 
tration requirement should, in our opinion, not apply where the employee merely 
gives investment advice and neither he nor the bank derives any advantage, 
direct or indirect, from the purchase. If the only relationship of the bank to 
the mutual fund is as custodian or transfer agent, the bank and the employee 
should not be considered to derive any such advantage. Any closer relationship 
should ordinarily be sufficient to result in indirect gain to the bank from 


the sale of shares or units. For example, we would include a relationship such 
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as that between The Mercantile Bank of Canada and Investoflex Fund, where the 
gain accrues to a parent company rather than to the bank itself; in that speci- 
fic instance, however, the requirements for an exemption proposed in paragraph 
14.15 are probably satisfied, The administrator should have authority to deter- 
mine when the bank-mutual fund relationship is sufficiently close to justify 


the application of the requirement. 


16.26 In cases where the registration requirement applies, recognition should 
be given to arrangements such as that described in the quotation in 

paragraph 16.20, under which only certain employees may discuss mutual fund in- 
vestments with clients. If such arrangements exist, only those employees should 
be required ‘to register and’to take the training course. (lf the Wegisilat worms 
provincially administered, arrangements should be made which will permit an em- 
ployee, once registered and while he continues to be associated with the same 

bank, to transfer: across provincial boundaries without undue ‘formalities.’ Wihze 
would be desirable in all cases, but is particularly important for banks because 
of the frequency with which their employeesrare transterred >= Yor this measom 

and because of constitutional considerations, it would seem desirable that these 
requirements be nationally administered even if other training requirements are 


provincially administered, 


LO. AF We do not propose that bank employees who register under the proposals 
in the preceding paragraphs should, necessarily, be required to take 
the Canadian Securities Course or the Canadian Mutual Funds Course. The banks 
may be able to establish to the satisfaction of the appropriate administrator 
that the courses they currently give to their employees are adequate for ithe 
purpose; or may revise their courses so they will beradéquate..Alternativetys 
the banks concerned may co-operate in the development of a special course to 
be used by each of them, The appropriate administrator should be receptive to 
reasonable proposals from the banks as to the procedures to be followed, for it 
is probable that their needs will be different from those of mutual fund distri- 


bution companies, 
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16.28 We comment in paragraph 16.18 on the importance of clear disclosure 

of the relationship between banks and mutual funds. At the time of 
writing, adequate disclosure is prevented by subsection 157(2) of the Bank Act, 
which prohibits, subject to exceptions not relevant here, the use of "the name 
of a bank in a prospectus or advertisement for the sale of securities", A 
number of submissions have been made to us concerning the desirability ot this 
provision, but we make no comment on its general application. We have concluded 
that it should be modified to permit disclosure to bank customers of relation- 
ships between chartered banks and mutual funds, If the relationship between a 
bank and a mutual fund is such that the registration requirement would apply 
to the bank's employees (whether or not they are exempted from registration 
under paragraph 14.15) then every prospectus, every summary prospectus, every 
piece of sales literature and every advertisement concerning that mutual fund 
which is displayed in the bank or given by its employees to its customers should 
include a clear statement of the relationship between the bank and the mutual 
fund, Similar statements should be included in any such material used else- 
where which indicates or implies a connection of the bank with the mutual fund 
other than that of transfer agent or custodian, and in confirmations of pur- 
chases effected through the bank, These requirements should suffice to ensure 
that customers are alerted to the interest of the bank and to the consequent 


possibility that advice received might not be altogether impartial. 
16.29 For the reasons set out in this section, we recommend: 


(1) that, subject to the proposal in paragraph 14.25, recommendation (1) 
for exemptions in cases where sales are to purchasers for whom mutual 
funds are shopping goods, employees of banks should be required to 
register and to take a training course in order to participate in sales 
of mutual fund shares or units, if either the employee or the bank 
would make a’ direct or indirect gain as a result of the purchase; there 
Should be no registration requirement merely because the employee gives 
investment advice if neither the employee nor the bank will gain from 
the purchase, which should be considered to be the case if the bank is 


related to the mutual fund only as custodian or transfer agent; 
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that the administrator should have authority to determine whether the 
relationship between a bank and a mutual fund is such as to necessitate 
the application of the registration requirement proposed in recommenda- 


ia Orie, (5)e- 


that in any case where the registration requirement proposed in recom- 
mendation (1) is applicable, and the bank requires that only specified 
employees discuss mutual funds with customers, the registration re- 


quirement should be limited to such employees; 


that, if the legislation is provincially administered, arrangements 
should be made which will permit an employee, once registered and while 
he continues to be associated with the same bank, to transfer across 
provincial boundaries without undue formalities; because of the im- 
portance of this freedom of transfer, and, for constitutional reasons, 
it would be desirable for these registration requirements to be na- 
tionally administered even if other registration requirements are 


provincially administered; 


that registrants who are bank employees should be required to take and 
to pass an appropriate course, which could be the Canadian Securities 
Course or the Canadian Mutual Funds Course, but the administrator 
should be receptive to reasonable suggestions for alternatives in- 
cluding a course organized by a single bank or by banks in combina- 


tion; and 


that if the relationship between a bank and a mutual fund is of the 

type described in recommendation (1), whether or not the employees of 

the bank are exempted from registration under paragraph 14.25, recom- 

mendation (1), then a clear statement of the relationship between the 

chartered banks and the mutual fund should be included in: 

(a) every prospectus, every summary prospectus, every piece of sales 
literature and every advertisement concerning that mutual fund 
which is displayed in the bank or given by its employees to its 


customers; 
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(b) material similar to that in clause (a) which is used elsewhere 
than in the bank but which indicates or implies a connection of 
the bank with the mutual fund other than that of transfer agent 
or custodian; and 

(c) in the confirmation sent pursuant to paragraph 14.96, recommenda- 
tion (1) of every purchase of shares or units of the mutual fund 
effected from or through the bank; 


and subsection 157(2) of the Bank Act should be amended accordingly. 


Life Insurance Companies 


16.30 It is not an exaggeration to state that the introduction of variable 
insurance policies is the most significant development in the life in- 
surance industry for many years, both in the short-term and in the long-term, 
In the short-term it is significant as a recognition of the popularity of equity 
investments for savings dollars, and perhaps also as a development which may 
increase that popularity if the life insurance companies commence active ad- 
vertising campaigns for the new policies, In the long-term the introduction of 
variable insurance policies indicates the willingness of the life insurance 
industry to compete with other financial institutions by breaking away from its 
traditional exclusive concentration on fixed-dollar protection, and the same 
development provides the industry with a technique capable of highly sophisti- 


cated use to carry out that competition. 


16.31 Variable insurance policies are discussed in paragraphs 1.28 and SAAS 
and in more detail in paragraphs 5.37 to 5.46. Briefly, they are life 
insurance policies which carry guaranteed benefits in the traditional sense but 
also carry benefits which fluctuate in value with an interest in a segregated 
fund established by the life insurance company. The mix of guaranteed and 
variable benefits differs greatly, as do other aspects of the policies; the 
quotation from the Canadian Life Insurance Association brief in paragraph 5.41 
is ample testimony to this. The terms of variable policies can be adjusted in 


an infinite variety of ways to suit the needs of potential purchasers, 


627 


16,32 Regardless of the complications in a particular policy, and in the 
benefits payable under it, the crucial fact is that every variable 
policy consists of a combination of fixed and variable benefits. It would be 
imprecise to state that the benefits under all variable policies could be dup- 
licated through a purchase of conventional, fixed-dollar life insurance together 
with mutual funds. ‘The combination of fixed ’andivariable benefits may be too 
complicated for duplication in that way. For example, under many policies the 
allocation of benefits between the fixed and variable elements may change during 
the life of the policy. Although the statement thereiore lacks precision 
the narrow sense, it) is meaningful in a wider sense. For the, purchasers the 
variable insurance policy is not only competitive with a combination of mutual 
funds and fixed-dollar insurance, but is likely to be considered on the basis 


that it provides equivalent benefits. 


16.39 While the Canadian life insurance industry has been experimenting with 
this sophisticated new competitive tool, the mutual fund industry has 
been concerned with its competitive position. Many distribution companies feel 
that it is no longer enough to sell contractual plans with completion insurance, 
although such plans provide a good example of the combination of fixed-dollar 
protection and variable benefits. One distribution company makes available to 
its customers contractual plans with completion insurance which pays on the 
death of the planholder an amount that reflects not only the total payments 
committed under the contractual plan but also an assumed growth rate in the 
value of the shares or units that would have been purchased had the plan been 
completed. This type of experiment with the available products is one result 
of the competitive drive, of which the pressure fer dual) licensing icsanou es 
more important, result. That pressure has come largely or entirely from the 
mutual fund industry; the implementation of dual licensing will greatly increase 


its ability to compete with the life insurance industry. 


1643h As the competition between variable insurance policies and mutual funds 
becomes more aggressive, and the traditional differences between the 


instruments issued by the two industries decrease in importance, it becomes in- 
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creasingly difficult to justify differences in the applicable regulations. Yet 
such differences continue to exist. As a result of historical accident rather 
than of any logical necessity, the differences relate to the regulation of 
variable benefits and the sale of the contracts, policies or agreements which 
provide them. Fixed-dollar insurance benefits, whether sold by mutual fund 
organizations. or life insurance organizations, are clearly subject to the 
legislation governing life insurance. If legislation governing mutual funds had 
been the first to evolve, the reverse would probably be true. We do not believe 
that anomalies in the regulatory structure which result from historical accident 
and lack logical justification should be retained; this is particularly impor- 
tant when those anomalies provide one financial institution with a competitive 


advantage over another financial institution, 


16.35 Ideally, the regulations which govern a financial institution should 
allow it to grow, to adapt, and to experiment subject only to any con- 
straints necessary for the protection of the investor. The regulatory scheme 
proposed in this report is designed to approach this ideal in the resulatien “of 
mutual funds. Throughout the report, however, we recognize that the scheme will 
require adaptation to deal with new financial instruments as they develop. The 
development of variable insurance policies provides a classic example of the 
difficulties which arise in an attempt to apply a regulatory scheme designed for 
one type of instrument, the life insurance policy with fixed-dollar bRovect Ton, 
to a new instrument, the variable insurance policy. The applicable legislation 
has forced the development of variable insurance policies along specific paths; 


interestingly, these paths differ between Canada and the United States. 


16.36 In the United States, virtually the only individual variable policies 
issued are variable annuity contracts, which are little used in Canada. 
Variable annuity contracts are, as the name implies, arrangements under which 
the issuing life insurance company agrees to pay an annuity, for a specified or 
ascertainable period, with the payments fluctuating in accordance with fluctua- 


tions in value of a segregated or separate fund. The contrast between these 


contracts and the variable insurance policies sold in Canada is clearly indicat- 
ed by a review of the quotation in paragraph 5.41; not one of the policies 


described in that quotation is a variable annuity contract. 


1O,3'7 The emphasis on variable annuity contracts in the United States is 
partially attributable to certain technical restrictions contained in 
the life insurance legislation of a number of states which inhibit the issuance 
by life insurance companies of other types of variable policies. The more 
important reason is that the provisions of the Securities Act of 1933, and 
probably also of the Investment Company Act of 1940, are applicable to variable 
insurance policies issued in the United States. The complications involved in 
the application to variable insurance policies of that legislation, which was 
prepared before such policies were developed, has been one of the principal 
factors that have determined life insurance companies in the United States to 
avoid variable insurance policies and instead to establish relationships with 
mutual funds. This results in a minor restriction on the flexibility of bene- 
fits which can be provided, but the benefits available to purchasers through 
the combined sale of fixed-dollar life insurance and mutual funds are so simi- 
lar to those under variable insurance policies that this has not been a material 
disadvantage. Only the variable annuity contract provides benefits that are not 
comparable with those available through the combined sale of insurance and 
mutual funds, so that most variable insurance policies in the United States are 


variable annuity contracts. 


Teese Developments in Canada have been directed along different paths by 
applicable regulations in this country. As a result of the prohibi- 
tion of dual licensing, combined with prohibitions against the acquisition by 
life insurance companies of subsidiary companies, relationships between life 
insurance companies and mutual funds similar to those which have been of such 
importance in the United States have been slow to develop in Canada. In some 
cases, a single holding company which owns a life insurance company also owns 
a mutual fund management and distribution company. Several mutual fund manage- 
ment companies own life insurance companies; two of these are United Funds 


Management Limited and The Investors Group, discussed in paragraphs 1.12 to 
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1.17. Speaking generally, however, the availability of these alternatives has 
been of little assistance to Canadian life insurance companies and they have 
been forced by the restrictions to concentrate their attentions on variable 


policies rather than on the development of relationships with mutual funds. 


16.39 We venture no opinion on the relative merits of variable insurance 

policies and the combined sale of fixed-dollar life insurance and 
mutual funds. Neither alternative is inconsistent with adequate protection of 
the investor, and it is therefore not our responsibility to formulate such an 
opinion, The decision should be made on the basis of competitive experience in 
a free market. The regulatory scheme should therefore be shaped to allow for 
experiments with each type of vehicle. Developments to allow such flexibality 
have occurred in the few months preceding the time of writing. Dual licensing 
has been permitted on a restricted basis,and amendments have been proposed to 
the federal legislation governing life insurance companies which would permit 
the extension of relationships between life insurance companies and mutual 


funds,* 


16.40 While we support the developments referred to in the preceding para- 
graph, and feel that amendments similar to those quoted in the foot- 

note to that paragraph should be made to provincial insurance legislation, we 

think these developments should be regarded as only temporary measures. What 

is really needed is a more complete revision of the applicable legislation in 

order to provide a regulatory environment within which the competition between 

the mutual fund and life insurance industries can grow and develop in the public 


interest free of artificial constraints or competitive advantages for either 


a nnn enneeereseieeneeeeeeeneesereeeer ee 


* Section 20 of Bill-35 (supra, footnote to paragraph 9.20) would repeal 
section 64A of the Canadian and British Insurance Companies Act and replace 
it with a new section 64A which would permit the acquisition by a life 
insurance company of: 


».. (e) any corporation incorporated to offer 
public participation in an investment 
portfolio, 


(f) any corporation incorporated to pro- 
vide a corporation mentioned in paragraph 
(e) with advisory, management or sales 
distribution services, 
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industry. In our opinion, the proposals in this report provide a reasonable and 
workable scheme for the control of mutual funds. A similar scheme should be 
applied to variable insurance policies, not only to provide a regulatory envi- 
ronment of the type we envisage but also because almost every proposal we make 
is designed to resolve a problem which is, or can be, present in the operation 
of variable insurance policies and the segregated funds upon which they are 


based, 


160e We recognize that the regulatory scheme proposed in this report cannot 
be effectively applied to variable insurance policies unless modifica- 
tions are first made in that scheme, ,This is acknowledged by our conclusion 
in Chapter V that segregated funds are not mutual funds within our proposed 
definition of the term. Any attempt to apply regulations designed for mutual 
funds, without modification, to segregated funds would produce problems similar 
to those which have arisen in the United States and are alluded to in paragraph 
16.37, although the differences between our proposals and the requirements of 
the 1933 and 1940 Acts would considerably reduce the scope of such problems. 
We have concluded that the formulation of the necessary modifications should 
be done in the context of life insurance legislation generally, and ought there— 
fore to be carried out under the aegis of the Superintendents of Insurances fec— 
eral and provincial. They are the only governmental group with the necessary 
qualifications and experience to perform that task. We commend it to them as 


a matter of great importance, 


LG Jae One step should, we have concluded, be taken immediately. Perhaps the 
Single most important difference between the regulatory scheme applica- 
ble to mutual funds and that applicable to life insurance companies is in the 
area of disclosure. Historically, the difference is understandable; the empha- 
sis in the regulation of life insurance has traditionally been on reserve re- 
quirements. That factor is not relevant to the variable element in variable 
insurance policies, and we believe that the purchaser of a variable insurance 
policy is entitled to disclosure at least as complete as that provided for the 
purchaser of the share or unit of a mutual fund, Even more extensive disclosure 


may be necessary with variable policies, because the disclosure document should 
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include an explanation of the terms of the variable policy and of the relation- 
ship between the fixed and variable benefits it contains, Requirements should 
be instituted as soon as feasible to provide adequate disclosure for purchasers 


of individual variable policies, 


LO 3 Preliminary steps towards more detailed disclosure have been taken by 
the provincial Superintendents of Insurance through interim require- 
ments applicable to the sale of individual variable policies. Those require- 
ments have been partially shaped by the belief of the Superintendents of Insur- 
ance that the full prospectus requirement would be inappropriate, as a result 
of which the requirements are less extensive than those applicable to mutual 
funds. The reasonsfor this belief are, we think, adequately reflected by the 
proposals in Chapter XIV for the use of a summary prospectus as well as a full 
prospectus, Those proposals and the reasons for the use of the two types of 
prospectus are as relevant to variable insurance policies as they are to mutual 
funds. The disclosure requirements applicable to individual variable policies 
should parallel the proposals in Chapter XIV, in the use of summary prospec- 
tuses, full prospectuses, and prospectus delivery requirements. They should 


also include similar restrictions on sales literature and advertising. 


16.44 Our conclusion that disclosure requirements should be instituted as 
soon as feasible relates specifically to individual variable policies. 
In its brief to us, the Canadian Life Insurance Association commented with 
respect to group variable policies that "the policyholder ,.. is usually an 
employer or association with access to independent accounting and legal 
advice",* Where that is true, the protection of prospectus requirements is not 
of the same importance that it is in other cases, Not only are the purchasers 
persons for whom the product purchased is a shopping good, they are sufficient- 
ly knowledgeable to be able to demand the necessary information and therefore to 
eispense with the full prospectus. The difficulty is that not all group vari- 
able policies, using the term "group", as it is defined for other purposes in 
the regulation of life insurance companies, are negotiated in the circumstances 


described in the quotation. We have concluded that for disclosure purposes 


a ee ge Oe a es. 2 
* Supra, footnote to paragraph 14.27, page 25. 
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those policies which are not negotiated in such circumstances should be treated 
as individual variable policies, and disclosure should be made to each member 


of the group insured under the policy. 


16.85 The conclusion set out in the preceding paragraph was easy to reach in 
principle, but we found it more difficult to determine which group vari#- 
able policies should be treated as individual variable policies on the assump- 
tion that they may not be negotiated on the basis described in the quotation. 
In our deliberations on this point we have benefited from the views of the 
Canadian Life Insurance Association and others, We have concluded that for 
disclosure purposes, all variable insurance policies should be considered to be 
individual variable policies except those group policies which fall within one 
or more of three categories. We stress that these proposals are not intended 


to be relevant to the definition of "group" as used in other contexts. 


16.46 An obvious example of a group policy is one issued to an employer to 
insure his employees. In many or most cases, the employer retains 
professional advice and negotiates the policy in detail with the life insurance 
company. When this occurs it is reasonable to rely on the employer and not to 
require that the employees be provided with prospectuses and similar disclosure 
documents. On the other hand, cases arise in which the employer looks on the 
group policy only as a convenience for his employees and directs little effort 
to its negotiation. In such cases the employees who are insured and contribute 
under the policy should be provided with the benefits of the disclosure require- 
ments. We have concluded that the only employer group policies which can be 
assumed not to fall within the latter category are those under which the employ- 
er himself assumes a direct or contingent responsibility to pay money, other 
than by way of guarantee of an employeets primary obligation. Employer group 
policies which satisfy that condition form the first of the three categories 
policies which we propose for exemption from the prospectus requirements, al- 
though exemptions might be obtained for other employer group policies under 


the proposal in paragraph 16.48, 


INS Y A second major category of group policies are those in which the 


policyholder is a trade union. The same problem arises here as with 


employer group policies: some are, and some are not, carefully negotiated, 
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Again, we have concluded that it is only possible to define one group where 
Boareful negotiation may be assumed to occur and that other group policies of 
this type must be treated as individual policies unless they can be brought with- 
in the third category. The group consists of those union policies which are 
issued to the union in order to carry out provisions contained in a collective 
bargaining agreement. The circumstances of these agreements are such that their 
careful negotiation can be assumed. Such policies therefore form the second of 


the three categories, 


16.48 There are other circumstances than those described above in which 
group policies are issued. One important example is policies issued 
to associations. We have considered this and other types, but have been unable 
to identify any other general category of group policies which would always be 
negotiated in circumstances such that disclosure protection was Unnecessary. 
There may, however, be many group policies that are negotiated on that basis 
although they fit within neither of the two categories outlined above. We 
have therefore concluded that the administrator should have authority to exempt 
a group variable policy sold to any named person or organization from the ap- 
plication of the prospectus and related requirements. The administrator would 
grant the exemption on being satisfied that negotiations were being conducted 
on a basis such that the protection afforded by those requirements was unnec- 
essary. Policies sold under such an exemption constitute the third of the 


three categories we propose, 


16.49 The procedure we envisage for a ruling that compliance with the pro- 
Spectus requirements is not necessary for a variable policy sold to a 
named group or organization would be substantially similar to that under which 
the administrators of several provincial securities acts are able to recognize 
an organization as an exempt purchaser, so that the ordinary prospectus require- 
ments do not apply on a sale to that organization. The administrator should 
have authority to make his order subject to compliance with such conditions as 
he thinks fit. An exemption should be included in the requirements for deliv- 


ery of a summary prospectus to permit preliminary negotiations in cases where 
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an application for exemption is proposed, provided that the application is made 
with reasonable promptness. If the exemption is refused the proposed policy 
would be considered to be an individual variable policy and the negotiations 
would cease unless and until a summary prospectus was delivered to the potential 


purchaser. 


16.50 The proposals made in this section contemplate the development both of 
variable policies and of the combined sale of fixed-dollar insurance 
and mutual funds. In paragraph 16.42 we note the importance of disclosure con- 
cerning the terms of variable insurance policies, particularly the relationship 
between the variable and fixed benefits they provide. Similar disclosure is of 
equal importance in cases where a combination of fixed-dollar life insurance and 
mutual funds is sold, except for the simplest cases involving an ordinary insur- 
ance policy and a direct investment in mutual funds. The scheme arrived at 
under the aegis of the Superintendents of Insurance should provide for adequate 
disclosure in cases where the two are combined in more complicated ways. An 
example would be the equity funding contracts developed in the United States, 
under which the accretion in value of a mutual fund investment is relied upon 


Lom@contribute toitheicost, ofS iitesivisunance. 
16,51 For the reasons set. out in thas section, we recommend: 


(1) that provincial statutes governing life insurance companies should be 
amended by the addition of provisions similar to those referred to in 
the footnote to paragraph 16.39, so that life insurance companies may 


establish associations with mutual funds; 


(2) that the provincial and federal Superintendents of Insurance should 
arrange for the preparation under their aegis of modifications in the 
regulatory scheme proposed in this report to permit the effective ap- 
plication of that scheme to variable insurance policies and the segre- 
gated funds upon which they are based; this should be done as quickly 
as possible, and the scheme as modified should be applied to such 
policies and funds as soon as possible after completion of the modi- 


fications; 
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(3) that the requirements in Chapter XIV concerning prospectuses and 
summary prospectuses and their delivery, and concerning the content of 
sales literature, should be modified immediately for application to 
individual variable policies; the requirements arrived at should result 
in disclosure as extensive as is required for mutual funds, and should 
include information concerning the terms of policies and the relation- 


ship between their fixed and variable benefits; 


(4) for purposes of recommendation (3), the term "individual variable 
policy" should include any life insurance policy under which the bene- 
fits are determined in whole or in part by the value of an interest in 
a segregated. Pung; excepusilor any such policy, that: 

(a) is a group policy as that term is defined for other purposes in 
life insurance regulation; and 
(b) which satisfies any of the following requirements: 

(i) the policyholder is an employer whose employees are insured 
under the policy and who is himself subject to’a direct or 
contingeny responsibility to pay money under thew policy, other 
than under a guarantee of an employee's primary obligation; 

(ii) the policyholder is a union and the policy is issued to carry 

OUL provisions in a collective bargaining agreement; or 

(iii) on application by either the life insurance company or the 
proposed purchaser, the administrator recognizes the purchaser 
ef the policy as. one which does mot need the protection of 
the disclosure rules applicable to individual variable poli- 
cies> the administrator should have authority to make his 
recognition subject to compliance with such conditions as he 
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(5) that the disclosure requirements applicable to individual variable 


policies should permit negotiations to be commenced for the issuance 


of a policy without the delivery of a summary prospectus if an appli- 
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cation to the administrator for exemption under sub-clause (iii) of 
clause (b) recommendation (4) is intended, provided that the appli- 
cation is made promptly and that the negotiations are ended or a 


summary prospectus delivered if the application is unsuccessful; and 


(6) that the modifications referred to in recommendation (2) should pro- 
vide for disclosure of the terms of contracts for the sale of life 
insurance and mutual funds in combination except where the sale is 
merely a sale of a conventional life insurance policy together with 


mutual fundsshares-.or units: 


Trust Companies 


16.52 The problems involved in the application of the regulatory scheme 
proposed in this report to trust company investment funds are far 
less difficult than those involved in its application to individual variable 
policies and the segregated funds upon which they are based. The latter are 
so closely related to other aspects of the operations of life insurance com- 
panies that the application to them of the regulatory scheme is not feasible 
unless it is modified for the purpose, as proposed in the preceding section, 
Modifications also seem appropriate for trust company investment funds, but 
only to carry out the principle expressed in paragraph 16.02 that, to the ex- 
tent that other regulations applicable to a financial institution accomplish 
the objectives of recommendations made in this report, it would be pointless to 
duplicate those regulations through application of the requirements we propose. 
These considerations fortify us in the conclusion expressed in Chapter V that 
trust company investment funds do, while segregated funds of life insurance 


companies do not, satisfy our proposed definitaon of a mutual fund. 


Lowe One important exemption will be available to almost every trust com- 
pany. in paragraph 14.15 we suggest that the administrators should 


exercise their discretionary exemptive powers so that the registration and 


training requirements will not apply to salesmen associated with sales organiza- 


tions which have no salesmen "on the road" and which levy no sales charges. 
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While such an exemption should not be granted to a trust company that uses 

other techniques to appeal to purchasers for whom mutual funds are unsought 
goods, even if it satisfies the two specific conditions, we anticipate that 

most trust companies will qualify for the exemption. The conclusions expressed 
in paragraphs 16.25 to 16.27 concerning the registration and training of bank 
employees should be applicable, with necessary changes, to any trust companies 
which are denied the exemption. Of course, the availability or otherwise of the 
exemption from registration and training requirements will not affect the appli- 


cation of the prospectus and other disclosure requirements. 


16.5) For two reasons, we have been unable to reach precise conclusions 
concerning what, if any, other exemptions are appropriate for trust 
company investment funds, The first reason is that many of the rules presently 
applied to trust companies in aspects of their operations which involve problems 
similar to those dealt with in this report are formulated on a discretionary 
basis by the administrators concerned, They vary from province to province, 
and sometimes from case to case. This makes it impossible for us to reach 
conclusions concerning what problems are adequately dealt with by the existing 
regulations, Any exemptions from the mutual fund regulatory scheme which are 
granted to trust companies should be based on a clear determination of the 


adequacy of the existing rules. 


0,55 The second reason for our inability to reach precise conclusions on 
exemptions for trust company investment funds arises from the practical 

consideration that the decision must be influenced by the arrangements made for 

the administration of the mutual fund legislation as it applies to trust com- 

pany investment funds. If the administration is to be the responsibility of 

the same agency which administers other legislation applicable to trust com- 

panies, the problems of overlapping requirements will be less than if separate 

administrators are involved. In the latter case, the necessary exemptions 

would probably be wider than in the former. We discuss the question of admin- 


istrative responsibility in paragraphs 19.10to19,14 and reach no conclusion, 
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although we express sympathy with the reluctance of the trust companies to be 
subjected to different administrative authorities. We are therefore not able 
to make any assumption concerning the influence the administrative structure 


may have on the practical need for exemptions. 


16256 While for these two reasons we make no specific proposals concerning 
the exemptions from our proposed regulatory scheme which should be 

granted to trust companies, one suggestion seems appropriate. Our studies in- 
dicate that the quality of contrel applied by supervisory auchcrapies tomune 
custody by trust companies ‘oF their assets is suificient to provade protecures 
as effective as that which would be available through the application of the 
requirements outlined in Chapter VIII. Should the findings of the appropriate 
administrators confirm this opinion, it would be desirable to grant an exemp- 
tion for trust company investment funds trom thesrequirements as’ TLoicustodyacou 
assets proposed in Chapter VIII, and to permit trust companies to act as custo- 
dians of their investment funds even though they are also management companies 


of those funds. 
16757 Forsthe reasons Ssét ouu iniunts Secuiony we recommend: 


(1) that in cases where the appropriate administrator finds that the pro- 
tection provided to the investor under regulations applicable to trust 
companies generally and hence to trust company investment funds is at 
least as effective as that which would be provided by the application 
of corresponding regulations proposed in this report, he should exer— 
cise his exemptive power granted pursuant to paragraph 7.20, recom- 
mendation (6) to exempt the trust company investment funds concerned 


from application of the latter requirements; 


(2) that in any case where the employees of a trust company are not 
exempted from registration pursuant to paragraph 14.25, recommendation 
(1), the recommendations in paragraph 16.51 concerning bank employees 


Should be applicable, with necessary changes; 


and we suggest 


(3) that an exemption of the type contemplated by recommendation (1) would 
64.0 


ordinarily be appropriate with respect to the requirements for custody 
of assets proposed in Chapter VIII, and to permit a trust company to 
act as custodian of an investment fund offered by it for public partic- 


ipation. 


Foreign Mutual Funds 


16.58 As international financial markets become increasingly connected and 
investors become increasingly interested in and aware of foreign in- 
vestment possibilities, it is reasonable to anticipate that foreign mutual funds 
Will correspondingly increase the extent of their sales to Canadians. This 
presents a difficult question from a regulatory standpoint, for conflicting 
objectives arise in the formulation of regulations applicable to foreign mutual 
funds. If the sole relevant objective was the protection of the Canadian in- 
vestor, the important consideration would be that it is inconsistent and illogi- 
cal to apply to Canadian-organized mutual funds a regulatory scheme such as we 
propose in this report while permitting the Canadian distribution of foreign 
mrcuel stunds which are not subject "to sucha scheme; This would sproduce a 


rigorous approach to regulation of foreign mutual funds. 


16.59 Other considerations can be advanced in support of a more liberal 
approach to foreign mutual funds than that indicated in the preceding 
paragraph. We are reluctant to propose requirements which would have an impact 
on national economic policy, yet a very rigorous approach to the regulation of 
foreign mutual funds might have such an impact. Implementation of such pro- 
posals could dissuade foreign mutual funds from entering Canada, and might also 


provoke retaliatory measures against Canadian mutual funds in other countries. 


16.60 The problems to be resolved in the regulation of foreign mutual funds 
are to some extent simplified by the fact that, at December 31, 1968, 
every foreign mutual fund qualified for sale in Canada was a United States mu- 
tual fund; to the time of writing, we are not aware of any change in that 
position, although at least one mutual fund from another country had applied 
ee qualification to sell in several provinces. We include as United States 


mutual funds a number of mutual funds organized in other countries as a result 
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of tax considerations but which invest exclusively in the shares of a single 
United States mutual fund. We collected statistical information from the 12 
United States mutual funds qualified for sale in Canada at December 31, 1967 (by 
the end of 1968, the number had increased to 19); their total sales to Canadians 
during 1967 exceeded $60 million, and redemptions were approximately $7 million, 
for an estimated net of $53 million. Limited information available to us in- 


dicates that sales to Canadians increased during 1968. 


L261 In addition to the sales by United States mutual funds qualified for 
sale in Canada, we believe that a substantial volume of sales to 
Canadians is made by mutual funds not qualified for sale in this country. The 
Investment Company Institute in the United States annually publishes statistics 
as to the volume of sales made by its member mutual funds to Canadians; for 
1967, net sales were $57 million.* Even that figure is almost certainly in- 
complete, not only because the I.C.1I. does not represent all the United States 
mutual funds but because in many cases a distribution company would be unaware 
that the purchaser was a Canadian. Sales to Canadians by mutual funds not 
qualified in Canada are facilitated by the regular publication in the Canadian 
financial press of price quotations for United States mutual funds. We comment 
in paragraphs 7.11 to 7.16 on the purchase by Canadians of shares or units 
issued by foreign mutual funds not qualified for sale in Canada, and make pro- 
posals to avoid abuses. We conclude in Chapter VII that the registration re- 
quirement should extend to any foreign mutual fund (with limited exceptions) the 


shares or units of which have been or are being offered to the public in Canadag 


16562 The conclusions in Chapter VII do not assist in the resolution of the 
principal question at issue here, the extent to which a registered 
foreign mutual fund should be required to comply with Canadian legislation 
governing the mutual fund industry. We are clearly of the opinion that all re- 
quirements concerning the distribution of shares or units to the public, in- 
cluding disclosure rules and rescission rights, should be applicable to foreign 
mutual funds as to Canadian mutual funds. The difficulties arise with those 
requirements which affect the internal operation of mutual funds; the most im- 


* Mutual Fund Fact Book, Investment Company Institute (New York, 1968), page 45 
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portant, but not the only, proposals we make for requirements of this type are 
those in Chapter VIII concerning custody of assets, in Chapter IX concerning 
conflicts of interest and in Chapter XII concerning restrictions on investment 


activities. 


16.63 It is of interest to note the approach adopted by the Securities and 
Exchange Commission in the United States to the regulation of Canadian 
mutual funds the shares or units of which are sold in that country. Rule 7d-1 
under the Investment Company Act of 1940 contains a number of technical adjust- 
ments of the provisions in that Act for application to Canadian mutual funds. 
Experience has indicated, even if it were not clear from the rule itself, that 
the adjustments do not make it feasible for the shares or units of a Canadian 
mutual fund to be sold in the United States if they are also being sold in 
Canada, The rule has only been used by one important group of mutual funds. 
For a period ending in 1962, non-resident owned funds enjoyed popularity both 
because of income tax considerations which were changed in that year, and be- 
cause of interest in the Canadian market by residents of the United States. 
While such mutual funds were organized in Canada, they were distributed ex- 
clusively to residents of the United States; they therefore found it feasible 
to comply with the 1940 Act as modified by Rule 7d-1, including requirements 
that assets be kept in the United States and that a majority of their directors 


be residents of the United States. 


16.64 We are aware of only one instance in which a Canadian-organized mutual 
fund has successfully complied with the 1940 Act and simultaneously 
been qualified for sale in Canada. In that instance, the mutual fund was or- 
ganized by a United States organization, and invests almost entirely in that 
Pountry; at is, in fact, operated as a United States mutual fund except. that it 
was organized and is qualified for sale in Canada. We regard it as an exceptior 
which proves the rule, and which is not inconsistent with our conclusion that 
Rule 7d-l is not adequate to make it feasible for shares or units of a Canadian- 


organized mutual fund to be sold simultaneously in the two countries. 
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16.65 The considerations which motivated the Securities and Exchange 
Commission in its approach to Rule 7d-1l are readily understandable; 
similar considerations have weighed heavily with us in the conclusions set out 
in this section. They arise from the reasoning described in paragraph 16.58; 
if a regulatory scheme is thought necessary for the protection of the investor, 
mutual funds should not be excluded from it merely because they are organized 
in, a foreign country. We recognize: the validity ofthis reasoning, andy thay 
it must be accepted if the regulatory scheme is to be effective. On the other 
hand, the considerations set out in paragraph 16.59 persuade us that foreign 
mutual funds registered in Canada should not be invariably and rigidly forced 
to comply with all aspects of the Canadian regulatory scheme; provision shousd 
be allowed for exceptions, and the most valid reason for an exception would 
be the availability of equivalent requirements under the laws of another juris— 
diction. Jf a mutual fund is subject to requirements under the laws of another 
country which effectively accomplish the objectives of corresponding provisions 
of Canadian law, it would be consistent with protection of the Canadian in- 
vestor to grant that mutual fund an exemption from the relevant Canadian re- 
quirements. Subject to one additional consideration, set out below, it would 


be appropriate to grant such an exemption. 


16.66 Our conclusions concerning exemptions for foreign mutual funds are 
substantially similar to the conclusionsset, outlin the preceasis 
section concerning exemptions for Canadian trust companies. In each case mane 
most important question will be whether the regulations to which the organiza- 
tion is subject are adequate to attain the objectives described in thicyrereqcs 
In each case, that decision should be made by the administrator through the 
exercise of his exemptive powers. The regulatory scheme should, therefore, 
apply to all foreign mutual funds required to register in Canada. Exemptions 
would be granted by the administrator, where appropriate, through the use of 
the power proposed in paragraph 7.19. Subject to the additional consideration 
described in the following paragraph, this exemptive power should be liberally 
exercised in any case where its exercise would be consistent with the pro- 


tection of the Canadian investor. 
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16.67 The additional consideration which should be taken into account by 

the administrator in his decisions concerning exemptions is that there 
is no reason why Canada should grant exemptions to mutual funds organized in 
a foreign country so that they may operate within Canada, unless similar exemp- 
tions are provided by the foreign country for Canadian mutual funds. Such an 
approach would not result in the denial of access by Canadian investors to 
adequately regulated foreign mutual funds, since they would be permitted to 
purchase under the proposal in paragraph 7.15. It would only result in the 
denial of the right to engage in selling activities for the foreign mutual fund 


an Canada. 


16.68 The conclusion set out in the preceding paragraph requires particular 
consideration as it affects United States mutual funds. In paragraph 
8.09 we propose an exemption from the requirement that the assets of registered 
mutual funds be maintained in custody in Canada, for mutual funds subject to the 
Investment Company Act of 1940 and qualified for sale in Canada when the legis- 
lation becomes effective. A similar exemption would be appropriate from other 
provisions of the regulatory scheme which would otherwise prevent United States 
funds qualified in Canada from continuing to sell in this country after the 
legislation becomes effective. These exemptions should be limited to an interim 
period during which negotiations would be conducted between Canadian authorities 
and the Securities and Exchange Commission to arrange reciprocal exemptions 
which would effectively permit mutual funds from each country to be distributed 
in the other country. We have been informally advised by representatives of the 
Pau.C. that they would be receptive to such discussions following the adoption 


of an adequate regulatory scheme for mutual funds in Canada. 


16.69 It might be said that negotiations such as those proposed in the pre- 
ceding paragraph would be pointless in view of the Interest Equaliza- 
tion Tax in the United States, which would almost certainly prevent residents 
of that country from purchasing shares or units of Canadian mutual funds. We 
Would quarrel with such a statement. The Interest Equalization Tax and similar 
measures are the product of national economic policy, and are subject to rapid 


adjustment as that policy changes. Requirements established for the protection 
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of the investor should not be made unnecessarily rigid simply because such 


measures as the Interest Equalization Tax would prevent the regulated institu- 


tions from taking advantage of more flexible provisions; rather, they should be 


so designed as to enable maximum advantage to be taken of adjustments in those 


measures. 


That will, we hope, be the result of the proposed negotiations with 


the 5.H.C. 


16.70 


(sl) 


For the reasons set out in this section, we recommend: 


that the administrator should be prepared to exercise his discretion- 
ary authority pursuant to paragraph 7.20, recommendation (6) in order 
to grant exemptions from portions of the regulatory scheme for foreign 
mutual funds which are subject to equally effective requirements under 
the laws of another jurisdiction; such exemptions could operate in 
favour of all mutual funds subject to the laws of a jurisdiction, or 


in favour of a particular mutual rund; 


that exemptions of the type contemplated by recommendation (1) should 
be liberally granted to the extent consistent with adequate protection 
for the Canadian investor, but should not be granted to a foreign mu- 
tual fund unless corresponding exemptions are available to Canadian 
mutual funds in its country of organization; nor should exemptions be 
granted from the requirements proposed in this report as to sales prac-= 


tices and techniques; 


that, pending the negotiations proposed in recommendation (4) exemp- 
tions should be granted to mutual funds which are subject to the 
Investment Company Act of 1940, and are operating within the relevant 
Canadian jurisdiction at the effective date of the legislation, as 
defined in paragraph 7.20, recommendation (1); such exemptions should 


be reconsidered if the negotiations are not effective; and 


that negotiations should be conducted with the Securities and Exchange 
Commission with a view to the formulation of reciprocal exemptions 
which will make it feasible for a mutual fund organized in Canada or in 
the United States to be distributed in both countries. 
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CHAPTER XVII 


INVESTMENT CONTRACTS 


ee OL Investment contracts differ fundamentally from shares or units of mu- 
tual funds because the amount of money to which the investor is enti- 
tled is established by the contract instead of being determined by reference to 
the value of a proportionate interest in a portfolio of investments. The in- 
vestment contract is, then, a debt instrument rather than an equity instrument. 
The contract specifies the amount payable by the issuing company on the maturity 
date of the contract, and ordinarily also includes optional settlements which 
Bie purchaser may select instead of a cash payment. In addition, the rights of 
the holder to receive a cash surrender value or other benefits if he terminates 
prior to maturity of the contract are set out. In most cases, the company also 
indicates that it may credit the contract annually with additional amounts, re- 
ferred to as “additional credits" to increase its maturity and cash surrender 
values. As this summary indicates, the arrangements embodied in an investment 


eontract are simple in outline; the complexities arise in their details. 


ny. O02 As with mutual funds, it is difficult to define with precision the 
features that distinguish investment contracts from similar instruments 
issued by other financial institutions. Debt instruments which promise the 
holder a fixed rate of return are the traditional vehicles offered by financial 
institutions to attract savings dollars. Banks, credit unions and trust com- 
panies are only three of the financial institutions which issue such instru- 
ments. In all these cases the institutions act as financial intermediaries, in- 


vesting the money they receive from the public in other types of investments 
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such as mortgages and government and corporate bonds. Their profit is de- 
rived from the excess of the amount earned on such other investments over what 
is required to provide the promised return under the debt instruments sold to 
the public, and expenses. For that reason, it is usually not possible for them 
to promise as high a rate of return as that which is available under mortgages 


or bonds of corresponding maturities. 


1705 Financial institutions which offer debt instruments use a variety of 
techniques to make their instruments more appealing to various classes 
of purchasers than mortgages or bonds, in spite of the lower promised rates yor 
return, The principal technique is the adaptation of the instruments to the 
specific needs of classes of investors; through such adaptation the institution 
concerned plays the classic role of the financial, intermediary which purchases 
one type of investment. and issues another. This appeal is supplemented by isen= 
vices designed to cater to the investor, and .by emphasis on financial stabibicy 
and security. The benefits provided by these two techniques are usually brought 
to the attention of the public by distribution facilities superior .to. these 
ordinarily available to issuers of mortgages and bonds. All of these state- 
ments are particularly true of the.investment contract industry, yeu theysce 


not. serve. to distinguish it-.from other types»ol-financial institutions: 


173 UL It is in the application of the techniques described in the precedime 
paragraph that the distinguishing features of investment contracts are 
to be found. The first such feature is the use of optional settlements. These 
exemplify the adaptation of the contracts to the needs of a class of investors, 
namely those who may wish to apply the money at maturity to another long-term 
investment. The most important type of optional settlement is an annuity, a 
fact which emphasizes the appeal made by investment contracts to savings dol- 
lars. The second feature exemplifies both the adaptation of the contracts to 
the needs of a class of investors, and the endeavour to make a direct appeal to 
the public. Many (but far from all) investment contracts are sold on an instal- 
ment payment basis, with monthly payments in dollar amounts of from $4.00 to, 
rarely, $40.00 or more. In an extensive sampling of such instalment investment 


contracts, we found that 62% of them called for monthly payments of $15.00 or 
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less, and 80% of them called for monthly payments of $25.00 or less. These 
figures show clearly that the class of investors for which these contracts are 
tailored includes persons in a comparatively low income bracket who wish to 
save by putting a small amount of money aside each month. Such contracts also 
indicate the scope of the services offered by investment contract companies, 
since a considerable administrative burden is involved in the processing of 


small cheques on a monthly basis. 


27.05 In Chapter II and elsewhere in this report we comment on the nature of 
the competitive situation in the distribution to the public of mutual 
mind shares or units. Our conclusion is that the market for shares or units is 
divided between purchasers for whom they are unsought goods and those for whom 
they are shopping goods, and that in the former segment of the market the com- 
petitive structure is anomalous because competition focusses on the drive to 
provide the salesman with maximum compensation rather than on the drive to re- 
micesthe price, to the purchaser.) This conclusion is: at least. equally appli- 
cable to investment contracts. The importance of instalment investment con- 
Eracts is in our opinion attributable to the anomalous nature of the competi- 
tive structure. In paragraphs 2.23 to 2.26 we describe contractual plans for 
Bhe purchase of ‘shares or units; there and in paragraphs 10.97 to 10.10) we 
discuss various possible explanations of why these plans are purchased in spite 
et the fact that they contain certain inherent disadvantages for the investor. 
The conclusion in paragraph 10.104 that experience under contractual plans 
Nis unsatisfactory on the average and that a purchaser who compared the avail- 
able alternatives would probably not select this method of investment" is also 
true of instalment investment contracts. The principal appeal of both arrange- 
ments is to purchasers for whom these investments are unsought goods, and the 
pricing structure of each is geared to provide the salesman with maximum com- 


pensation as early as possible in the life of the contract. 


a7 06 The similarity of competitive structures was one of the principal 
reasons for the inclusion of investment contracts together with mutual 
funds in the scope of responsibility of this Committee. The other principal 


Peason was the similarity in distribution techniques used. Mutual fund distri- 
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bution companies in Canada rely largely, and investment contract companies al- 
most entirely, on direct sales forces to effect public sales of their respective 
products. In addition, every investment contract company has a relationship 
with a mutual fund or distribution company so that all salesmen who sell in- 
vestment contracts are also able to provide their customers with shares or units 
of mutual funds, although not all mutual fund salesmen have investment contracts 
available for sale. Another consideration was that in the United States invest- 
ment contracts, which are referred to in that country as "face amount certifi- 
cates" are subject to the Investment Company Act of 1940 as are mutual funds. 
Because these features resulted in the inclusion of investment contracts in our 
work, they and their implications receive considerable attention in the follow- 
ing discussion, but the discussion is not confined to them. Our responsibilicy 
extended to a wider analysis of the industry's operations and the applicable 


regulations. 


LpeOy A theme constantly stressed by representatives of Canadian investment 
contract companies, with whom we have had many discussions, is that 
investment contracts should not be considered apart from life insurance. Their 
contention is that life insurance companies are their most direct competitors 
both in the nature of the product offered and in the method of distribution 
used. As to the nature of the product offered, it is said that investment con= 
tracts provide benefits almost identical to the savings element of a life in- 
surance policy other than a term policy; and that an instalment investment con- 
tract sold with decreasing term life insurance (and approximately 25% of in- 
stalment investment contracts are so sold) provides benefits almost exactly 
identical to those under an endowment life insurance policy. As to the method 
of distribution used, the extensive reliance on direct sales forces which 
characterizes the distribution of investment contracts is also true of life 


insurance policies. 


V7.208 We allude frequently in the following discussion to the comparison 
with life insurance. We recognize the relevance of that comparison by 
concluding that regulations similar to those applicable to life insurance com- 


panies ought to be more extensively applied to investment contract companies. 
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However, we reject the contention of the investment contract industry that no 
regulations should be applied to it unless corresponding regulations are applied 
to life insurance companies. It is apparent to us that the principal interest 
Srethe life insurance purchaser is in the protection received under his policy, 
while the principal interest of the investment contract purchaser is in savings. 
In addition, our responsibility is to conduct a study of the investment contract 
industry and it would be inconsistent with that responsibility for us to fail 

to make proposals for regulations we think desirable simply because the life 
insurance industry is not subject to similar regulations. Such arguments may 

be more relevant for legislative consideration prior to the implementation of 
our proposals, although we intend no implication that any specific proposal we 
make is also appropriate for application to life insurance companies, A separ- 
ate study of that industry would be necessary before any decision was made con- 
cerning the application to it of the proposals we make for the regulation of 


investment contract companies. 


17.09 In the following sections we first briefly describe the investment 
contract industry as it is in Canada at the time of writing. Subse- 
quent sections discuss the meaning of the term "investment contract", the regu- 
lations presently applicable to investment contracts, and the provisions of 
such contracts. The chapter concludes with a summary of the results of a study 


we conducted of experience under instalment investment contracts. 


Th vestment Contract Industr 
i. LO Apart from one or two companies which formerly issued investment con- 
tracts and continue to have some outstanding, the Canadian investment 
contract industry at the time of writing is made up of eight companies, belong- 
ing to six organizations. Two of the organizations include two associated com- 
panies. One company, Commonwealth Savings Plan Ltd., is at the time of writing 
mueser.ous financial difficulties. It-is mentioned in the preface to this 
report, where we also comment on our inability to obtain statistical information 
from the Commonwealth group of companies. The statistical information con- 
cerning investment contract companies which is presented in this and the follow- 


ing chapter should be taken to exclude Commonwealth Savings Plan Ltd. 
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Pee Two associated investment contract companies, First Investors Ltd. and 
Associated Investors Ltd., have their headquarters in Edmonton; they 
form part of a financial complex known as the Principal Group. Two other asso- 
ciated companies, Investors Syndicate Limited and The Western Savings and Loan 
Association, have headquarters in Winnipeg; they form part of the Investors 
Group complex, described in paragraphs 1.12 to 1.16. Savings and Investment 
Corporation has headquarters in Quebec City, and Keltic Savings Corporation 
Limited and Service Investments Corporation Limited in Halifax. By far the 
largest of these companies is Investors Syndicate Limited. Its predecesson, 
Investors Syndicate of Canada, Limited was the first major investment contract 
company in Canada, and the methods of operation of most of the other Canadian 
companies have: directly or indirectly been patterned ‘on, thosemofathe Ginvesvons 


companies. 


ie aie Total liabilities for outstanding investment contracts of the seven 
companies being considered, at the end of their 1967 fiscal years 

were about $410 million. Of this, some 82% was attributable to outstanding 

contracts of Investors Syndicate Limited and its associated company, The Western 

Savings and Loan Association. Approximately 67% of industry liabilities were 

attributable to contracts sold on an instalment basis, and the remaining 33% 

to contracts sold) on a single payment basis. Thesprincipal type of invesaiiea. 

made by the investment contract companies with money raised by them from the 

public is in mortgages. At the end of their 1967 fiscal years, Canadian in- 


vestment contract companies held some $320 million in mortgages. 


Uyak Ss As noted in paragraph 17.06, every investment contract salesman is 
also able to provide his customers with mutual funds. Our observa- 
tions indicate that in recent years the mutual fund aspect of their business 
has increased in comparative importance. Some confirmation of this is derived 
from the limited statistical information available to us. We collected infor- 
mation concerning the percentage of the 1967 income of salesmen for Investors 
Syndicate, Limited derived from investment contract sales. Although that com- 
pany only developed an association with mutual funds in 1950, by 1967 more than 


two-thirds of its salesmen derived over one-half of their income from mutual 
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fund sales. The declining comparative importance of investment contracts is 
further confirmed by the fact that the contract liabilities of the industry as 
a whole grew only from about $320 million at the end of 1962 to about $410 


Million at the end of 1967. 


2/7. Lh The declining comparative importance of investment contracts is pre- 
sumably at least in part attributable to the great success of the 
mutual funds industry and the increasing popularity of equity investments 
Merine the period from 1962 to 1967. .In this as in other endeavours, success 
is its own reward; the popularity of mutual funds as an investment vehicle 
doubtless leads salesmen to accord greater stress to them than to investment 
contracts. We believe, however, that an increasing proportion of investors who 
wish fixed-interest returns are purchasing instruments issued by other finan- 
cial institutions which can frequently provide a higher rate of return because 
they need not compensate salesmen. This belief is based both on observation 
and on many comments made to us by industry representatives. To the extent 
that it is true, it reflects an increasing degree of knowledge and awareness on 
the part of investors who are able and willing to seek out alternatives to the 


investments offered by salesmen. 


m7.15 While the investment contract industry is not in a period of rapid 

growth, it is a significant factor in the economy, and its importance 
from the viewpoint of investor protection is accentuated by the 2ace thar ir 
receives its money from large numbers of low-income investors. The fact that 
for many or most of these investors the contracts were purchased as unsought 
goods further confirms the importance of a careful assessment of the industry 
to verify that it is being carried on in the public interest. 


Definitions of an Investment Contract 


7.16 The definitions of "investment contract" used in the applicable legis- 
lation in Alberta, British Columbia, Ontario, Newfoundland and 
Saskatchewan are comparatively uniform. That in The Investment Contracts Act 


(Ontario)* reads as follows: 

nearer rere? RINE VOTE PO Ses Ee ens hw Baber in Breitee 

Meh.S.0. 1960, c. 194, Corresponding statutes in other provinces are: Alberta, 
me, c. 50, amended im 1960) ¢.°51;° 1962, ©. °37; “1963, “co. “27: and TOG... 3. 
British Columbia, 1962, c. 30; Newfoundland, 1961, c, 14; Saskatchewan, 


Bee.5. 1965, c. Tih. 
oS 


1(b) "investment contract" means a contract, agreement, certificate, 
instrument or writing containing an undertaking by an issuer 
to pay the holder thereof, or his assignee, or personal repre- 
sentative, or other person, a stated or determinable maturity 
value in cash or its equivalent on a fixed or determinable 
date and containing optional settlement, cash surrender or loan 
values prior to or after maturity, the consideration for which 
consists of payments made or to be made to the issuer in in- 
stalments or periodically, or of a single sum, according to a 
plan fixed by the contract, whether or not the holder is or may 
be entitled to share in the profits tor earnings of, (ornmome- 
ceive additional credits or sums from, the issuer, but does not 
include a contract within the meaning of The Insurance Act, 
Wt ea le We consider this an unsatisfactory definition and we propose that it 
should be revised. Both to describe investment contracts and to ex- 
plain our “criticisms of the definition,-it 1s helpiul tomsct out ne requis 
ments specified in the definition which must be satisfied if a financial instru- 


ment is to be regarded as an investment contract. The instrument must: 
(i) be a contract, agreement, certificate, instrument or writing; 


(ii) contain an undertaking by the issuer to pay the holder, or his assign- 
ee, or personal representative, or other person, a stated or deter-— 
minable maturity value in cash or its equivalent on a fixed or deter= 


minable date; 


(iii) contain optional settlement, cash surrender or loan values prior to 


or after maturity; 


(iv) be paid for by a consideration which consists of payments made or to 
be made to the issuer in instalments or periodically, or of a single 


sum, according-to a plan fixed by the contract; and 
(v) not be a contract within the meaning of The Insurance Act. 


A document which satisfies these five requirements is an investment contract 
regardless of whether it entitles the holder to participate in profits or earn- 


ings of the issuer. 


Ly ek In paragraph 17.04 we note that the two distinguishing features of in- 
vestment contracts are, in our opinion, that they provide optional 
settlements and that a large proportion of them are sold on an instalment pay- 


ment basis. In view of that statement, it is of interest that requirements (i), 
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(ii), (v) and most of requirement (iv) listed in the preceding paragraphs are 
satisfied by almost every financial instrument which carries a fixed rate of 
return. The only parts of the definition not almost invariably satisfied by 
other financial instruments are that an investment contract must contain op- 
tional settlement, cash surrender or loan values, and that payment for it must 
be made according to a plan fixed by the contract. The latter is, however, 
true of many financial instruments other than investment contracts. As to the 
former, while it is one of the distinctive features of investment contracts we 
have concluded that it is not a feature upon which reliance should be placed 
for purposes of definition. For example, if an investment contract company 
issued an instrument under which a purchaser made a single payment in exchange 
for the right to receive a larger amount at maturity, but with no optional 
settlement, cash surrender or loan privileges, and no plan of payment fixed by 
the contract, that contract would be an investment contract within the spirit 


but not the letter of the legislation, 


POLY While we have concluded, for the reasons indicated in the preceding 
paragraph, that the definitions of investment contracts used in 
existing legislation should be changed, the changes we propose would have no 
effect on the present scope of the legislation. Every company treated as an 
investment contract company at the time of writing would continue to be so 
treated and we are aware of no other company presently carrying on business 
which would be so treated under our proposed definition. The purpose of the 
changes, which are discussed in paragraphs 18.05 to 18.10 is to prevent the 
organization of a company which in fact carries on the investment contract 
business but is not regulated as such because it does not satisfy the technical 


requirements of the statutory definitions. 


Regulation of Investment Contracts 
1 raey The five provinces referred to in paragraph 17.16 are the only pro- 


vinces with legislation specifically applicable to investment con- 
tracts. In the others, investment contract companies are regulated by the 
securities administrators under securities legislation. This is true of 


Manitoba, but in that province the Securities Commission is given additional 
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authority by the special Acts of the Manitoba legislature under which Investors 
Syndicate, Limited and The Western Savings and Loan Association were organized. 
In the provinces without specifically applicable législation,~the securities 
administrators use their discretionary authority to apply requirements which 
are substantially similar to those contained in the relevant statutes of the 


other provances. 


Ey A alk Each of the five provinces with investment contract legislation, ex- 
cept Alberta, entrusts administration of the statute to the provincial 
Superintendent of Insurance. This reflects the philosophy of the legislation, 
which emphasizes the importance of the availability of adequate reserves to 
meet liabilities. This stress on reserve requirements also characterizes the 
regulation of life insurance companies. In each case, the contracts or policies 
issued involve long-term liabilities to investors who look to those liabilities 
as an important part of their savings. ‘It is therefore important for the on= 
ganizations concerned so to conduct their affairs that they will be able to 
meet their obligations as they fall due. With this objective; resérverrequines 
ments are designed to prevent them from taking undue risks in the investment of 
the money received, and more importantly, to prevent them from distributing 
that money by way of dividend or otherwise to such an extent that their remain- 
ing assets will be insufficient tolmeet their biabilities  vinesrequirciencs 
endeavour to accomplish these objectives by specifying that assets must be 
maintained with a minimum value which bears a certain relationship to out- 
standing liabilities, and by restricting the investments which may be included 
in these assets. The assets maintained in satisfaction of these requirements 


are referred to as the company's "reserves". 


Ul eee For investment contract companies, the value of assets to be main- 
tained as reserves is the greater of the amounts arrived at by alter- 
native formulas. The first is apparent: reserves at any time must be at least 
equal to the amount which the investment contract company is liable at that 
time to pay to the holders of all its investment contracts then outstanding. 
This is referred to by us as the "cash surrender value" formula. The alterna- 


tive formula, referred to by us as the ‘maturity value" formula, governs if 2 


656 


results in a higher reserve requirement. This formula is more complicated. 
As stated in The Investment Contracts Act (Ontario) it requires a company to: 
10(a) ...maintain reserves for the payment of its outstanding investment 
contracts that, together with all future payments to be received 
by the issuer on such investment contracts, or the portions of 
such future payments still to be applied to reserves, and’ with 
accumulations of interest at an assumed rate provided in the con- 
tracts, such rate not to exceed a rate approved by the Superin- 
tendent, will attain the face or maturity value specified in the 
contracts when due, or the amount payable in accordance with the 
terms Ol the contracts: . .. 
The alternative formulas are applied on an aggregate basis. The implications 
of this can be appreciated if two contracts are considered. Ata particular 
time, the first has a cash surrender value of $175, but application of the 
maturity value test would produce a reserve requirement of $195. For the se- 
cond contract, the corresponding figures are $210 and $200, so that its cash 
surrender value requirement is higher than its maturity value requirement. If 
these were the only investment contracts a company had outstanding, its total 
reserve requirement at that time would be $395, If the tests were applied on 
a contract-by-contract rather than an aggregate basis, the requirement would 
be increased to $405. 
Ny ae The purpose of the cash surrender value formula is to require the com- 
pany to maintain reserves with a value which at all times is at least 
equal to the total amount for which it is then liable to holders of investment 
contracts. The maturity value formula is designed to reduce a temptation which, 
if yielded to, might have serious adverse consequences, A company anxious to 
increase its business might pay its salesmen the entire excess of the INnDoieL 
payments on an instalment investment contract over the cash surrender value, 
even though it was aware that subsequent payments would not be sufficient to 
produce the amount payable on maturity. The company would instead rely on 
being able to make up the difference by payments received from new purchasers 
of investment contracts. That practice is made more difficult by the applica- 
tion of the requirement that reserves must be maintained which are sufficient, 
together with promised future payments, to pay off the contract on maturity. 
It might seem that the administrator who is responsible for the determination 


of the maximum reserve accumulation rate should fix it at a low rate to provide 


maximum protection for contract-holders. It is apparent that, the lower the 
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permitted reserve accumulation rate, the greater the amount of money that must 
be held in reserve under the maturity value test. However, to determine an 
unduly low maximum reserve accumulation rate may force investment contract com- 
panies to promise a lower rate of return under their contracts than would 
otherwise be the case. 
ie The decision by an investment contract company as to the rate of return 
to be promised under a contract is a complicated process in which sev- 
eral factors interact. This is particularly true of instalment investment con- 
tracts. The most important of such factors are the maximum reserve accumula- 
tion rate established by the administrator; the promised rate of return under 
the contract; salesmen's commission; administrative expenses; and the antici- 
pated actual yield on reserves. The relevance of administrative’ expenses#andg 
the anticipated actual yield on reserves is apparent, for each has a direct 
effect on the profitability of the company. The maximum permissible reserve 
accumulation rate is also a significant factor, although an increase in that 
rate would not necessarily result in an increase of promised rates of return, 
An increase in the reserve accumulation rate would not change the amount re- 
quired to be maintained as reserves in any case where application of the Cash 
surrender value formula produced a higher reserve requirement than application 
of the maturity value formula. Such an increase would therefore almost cer- 
tainly not produce an increase in promised rates of return. If the maturity 
value formula was determinative of reserve requirements, the increase would 
result in a reduction of the minimum reserves and would thereby make assets 
available for other uses. However, the company might decide to increase sales- 
men's commission rather than the promised rate of return. These two factors, 
salesmen's commission and rate of return, are closely related. The influence 
of salesmen's commission on promised rate of return is affected both by the 
amount of the commission and by the way it is spread over the life of a con- 
tract. An increase in the commission paid initially, with a consequent reduc- 
tion in the amount of money added to reserves at the outset to accumulate 
through the life of the contract, can have a more major impact on promised 


rates of return than a larger increase which is paid to the salesman by in- 


stalments over a period of years. 
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hss) An important consequence of the reserve requirements has been to en- 
courage the investment contract companies to place considerable reli- 
ance on additional credits, which are amounts credited by most companies to 
their outstanding contracts annually although there is no commitment to do so 
under the contracts. These additional credits play a role similar to that of 
dividends paid by life insurance companies to their policyholders. They reflect 
the allocation to holders of debt instruments of a portion of the excess earned 
on their investment over the promised rate of return. They can be varied in 
amount from year to year, although in practice investment contract companies 
tend to maintain them at the same rate throughout the life of the contract. 
Additional credits also have the advantage that, since they are not payments 
which the company is required to make under the contract, reserves need not be 
established for them until they become actual liabilities. For these reasons, 
additional credits are used by many companies, and often represent as much as 
one-half of the yield to the holder of an investment contract in excess of the 
amount he pays. Table XVII-A, which appears after paragraph Tesi (provides 


an example of the size of additional credits. 


AS The maximum reserve accumulation rates permitted by administrators 
vary between provinces. The effective rates at the time of writing 


in Ontario were established by the Superintendent of Insurance in 1966. They 


are: 
Single pay contracts up to 10 year term 5% 
Instalment contracts up to 5 year term 5% 
Instalment contracts 6 to 15 years L=-1/2% 


Instalment contracts over 15 year term L% 
Extended benefits after maturity of contract 3-1/2% 


Most of the Western provinces have a maximum rate of 4-3/4% for all contracts, 
although the administrators have exercised their discretion to allow rates for 
specific contracts of up to 7%. During our conversations with industry repre- 
sentatives, one of the points to which they gave most emphasis was that, in 


their opinion, these rates should be increased. 


ae | While the statutory formulas outlined in paragraph 17.22 for the 
determination of the value of investments required to be held in re- 


serve are adequate in principle, we have concluded that they require amendment 
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on a number of points of detail. Our specific criticisms, and the remedies we 


propose, are discussed in paragraphs 18.50 to 18.52. 


17.20 As noted in paragraph 17.21, requirements should deal not only with 
the value of assets to be held as reserves, but also with the nature 
of the investments which may be included in those assets. Both points must be 
resolved if adequate protection is to be provided. Yet the latter requirements, 
as to the classes of investments in which reserves may be maintained by invest- 
ment contract companies, are not sufficiently dealt with by existing statutes. 
Legislation concerning permissible investments to constitute reserves should 
resolve three questions: the classes of assets permissible; the percentage 
allocation among classes (for example, a provision that no more than a speci- 
fied percentage of the reserves may be invested in common stock); and the 
valuation of assets. The Canadian statutes applicable to investment contract 
companies deal with the first point, although sometimes unsatisfactorily. Some 
statutes, for example, permit investment contract companies to invest their re-= 
serves in any assets permitted under any of several other statutes, although 
such statutes may be inconsistent. None of the Canadian statutes applicable to 
investment contract companies deals adequately either with the allocation of 
the reserves among classes of assets, or with their valuation. In paragraphs 


18.56 to 18.58 we advance proposals designed to resolve this problem. 


Vs 29 Most of the statutes restrict not only the investments in which re- 
serves may be maintained, but also the investments that may be made 
by the company with those of its assets that are not necessary to establish 
reserves. The result of such a restriction is that a company which has assets 
of a total value greater than those required to establish its reserves must 
accept restrictions in the investment of its surplus assets which are identical 
or Similar to those applicable to the investment of reserves. For reasons in- 
dicated in paragraph 18.63 we consider the desirability of such restrictions 
to be closely related to the question of whether investment contract companies 
should be required to maintain a minimum amount of capital in excess of the 


reserves, A minimum capital requirement is designed to provide additional 
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protection for contract-holders; if the reserves are insufficient. to satisfy 
foci Claims, such;a requirement should’ result in the availability of additional 


resources for the purpose. 


7.30 The province of Saskatchewan is the only jurisdiction with a statutory 
minimum capital requirement, other than a requirement which specifies 
a fixed dollar amount of minimum capital. By a 1969 amendment** to The Investment 
Contracts Act (Saskatchewan), investment contract companies are required to 
maintain, over and above their statutory reserves, a net worth, as defined, 
bearing a specified proportion to liabilities. Dividend payments are prohibited 
if they would result in a contravention of the requirement. We understand that 
other provinces impose a similar requirement on a discretionary basis; in 
Ontario, the equity of an investment contract company must be not less than 5% 
of total liabilities. The purpose of such requirements is to provide the con- 
tract-holder with additional protection in excess of the reserves. They are 


commented on in paragraphs 18.61 to 18.64. 


Pent While Saskatchewan's requirement is unique in Canada, several pro- 
vinces require investment contract companies to maintain a specified 

minimum capital stated as a fixed minimum dollar amount rather than as a pro- 

portion of outstanding liabilities or by another formula. The most rigorous 

of these minimum capital rules is in Alberta, which requires that an investment 

contract company's “paid-in capital, paid in surplus and earned surplus, or 

any one or more of them amount in the aggregate to $500,000", The Alberta 

Securities Commission has authority to reduce this to as little as $250,000. 


Most of the other provinces use $200,000 as the minimum capital required, 


Crs The reserve and minimum capital requirements are by far the most im- 
portant of the provisions in the statutes applicable to investment 
contract companies. There are, however, additional provisions which should be 
noted. Forms of investment contracts must be filed with administrators, who 
have a rarely exercised power to disapprove them. Regular reports on the com- 
panies! financial affairs must also be filed with administrators. Salesmen 
must obtain licenses, but no examinations are imposed and it is rare for a 


8 a A ee ee a eee ee ee 
* Statutes of Saskatchewan, 1969, chapter 68. 
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license to be refused. In the provinces where securities legislation governs 
investment contract companies, prospectus requirements are applicable in theory, 
but in practice exemptions are provided from those requirements. In the Province 


of Quebec a "brochure" must be prepared and delivered to potential purchasers, 


V7goS The adequacy of the existing regulatory structure can best be judged 
on the basis of what happens in practice under the legislation, dn 
the following section, we describe in general terms the provisions of invest- 
ment contracts currently available. We then comment on interest rate disclo- 
sure. Finally, we summarize the results of a study we conducted of the actual 


experience under instalment investment contracts. 


Provisions of Investment Contracts 


Pe ole In view of the fact that the basic arrangement embodied in an invest- 
ment contract can be briefly described as'a promise by the issuer to 
pay a specified amount on maturity in exchange for a payment or payments made 
by the contract-holder, it would be reasonable to assume that the terms of such 
contracts would be comparatively simple. They are in fact very complex, par- 
ticularly in the case of instalment investment contracts. The complexity is 
attributable to two factors. There is no general code which governs the 
relationship of the contract-holder to the company, equivalent to the appli- 
cable corporations act with incorporated mutual funds or the applicable trust 
instrument with unincorporated mutual funds; the investment contracts acts do 
not purport to.fill this role. It is therefore necessary. for all termsyolmeu. 
relationship to be spelled out in the contract. Secondly, the details of the 
arrangement are themselves complicated. The various circumstances that can 
arise during the life of the contract, as well as the alternative benefits 
available on maturity, all require careful explanation. In the following para- 
graphs we describe the matters usually dealt with in investment contract pro- 


visions, although details vary considerably. 
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clay oe ie Table XVII-A illustrates the provisions of a typical instalment in- 
vestment contract, with a fifteen-year term. While contracts are 
available with terms of from five to twenty years or more, fifteen years is a 
popular term and the information in the table may be taken as representative 
although the various available contracts differ in detail. The rates of return 
and other information included in the table assume complete compliance by the 
contract-holder with the terms of the contract, particularly in making payments 
on schedule. If the holder delays in making a payment, his rate of return is 
adversely affected for two reasons. First, no interest accumulates during the 
period of the delay; in order that the amount payable on maturity will not be 
affected, the maturity date of the contract is correspondingly extended. 
Second, additional credits are declared only when the holder has completed a 
year's payments, and they are declared at a predetermined rate which does not 
reflect the fact that more than a year may have elapsed since the previous 
declaration, The practical consequences of these factors are vividly a eluew 
ted by some of the figures in paragraphs 17.49 to 17.54 which reflect actual 


experience under instalment investment contracts. 


i 336 Table XVII-A illustrates most of the important features of instalment 
investment contracts, and the terminology they contain, The relation- 
ship among the various elements of the contract is representative of industry 
practice except that a few companies, under a few contracts, do not pay adda= 
tional credits. There are, however, many différences, in;the details of pres 
cedures followed. For example, some companies do not penalize the contract- 
holder who is less than, say, thirty days late with a payment; others will 
suspend the accumulation of interest and extend the maturity date following a 
delay of even a few days. Calculation of additional credits also differs among 
companies. All follow the practice of applying them only to contracts for 
which the full year's payments have been completed, and only when these pay- 
ments are completed. However, in some cases, the additional credits are and 
in other cases they are not applied to previously declared additional credits. 
In the example in Table XVII-A, additional credits are declared as 1-1/2% of 


cash surrender value annually, and no allowance is made for previously declared 
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additional credits. If additional credits are regarded as interest, the 


contract-holder is to this extent denied the benefit of interest on interest. 


ae. Table XVII-A and the preceding two paragraphs relate entirely to the 
instalment investment contract as a vehicle for the accumulation of 
money and its payment at maturity. They do not deal with the various other 
features of such contracts. For example, the contracts include a "prepayment 
provision" permitting the holder to pay an amount in excess of the amount then 
payable under the contract; this excess amount is retained by the company ina 
separate, interest-bearing account for subsequent application to the contract. 
Another feature of the contracts is the right to receive a paid-up certificate 
instead of completing the originally agreed payments; this right is described 
in Note 4 to Table XVII-A. Practices differ among the companies as to whether 
the holder of a paid-up certificate receives the benefit of additional credits 


declared after the date upon which he receives the certificate, 


7.38 Arrangements for optional settlement, cash surrender or loan values 
prior to or after maturity also differ among contracts. The most fre- 
quent optional settlement is an annuity, for a term of years rather than for 
life since the investment contract companies lack power to issue life insurance 
contracts. Some investment contracts are specifically designated as annuity 
contracts; to receive cash under these contracts requires the selection of an 


alternative to the annuity which would otherwise be received automatically. 


ty. 39 Most, but not all, investment contracts contain loan provisions. The 
older contracts bind the company to make a loan on the SeCumIt yon 

the contract but the present practice reserves an option in the company as to 

whether it will or will not effect a loan, and as to the interest rate it will 

charge if it does make a loan on the security of an investment contract. In 

practice, loans on the security of contracts have been comparatively infrequent 


in recent years. 


iQ Apart from the elements which are characteristic of investment con- 
tracts generally, the contracts issued by some companies contain 


Special features. One company, Savings and Investment Corporation, offers a 
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contract under which the contract-holder'ts payments are allocated, in propor- 
tions determined by him, between the purchase of mutual fund shares or units 
and the purchase of an investment contract. Several other companies offer the 
contract-holder the right to liquidate his investment contract and to transfer 
the proceeds to a mutual fund without payment of sales charges. These are ex- 
amples of the endeavour to adapt contracts to provide a package more attractive 


to potential investors. 


Lif ee The problems of the contract-holder who does not complete his contract 
and may be faced with a loss of money are reduced, although far from 
eliminated, by policies followed by most of the industry. Most investment con- 
tract companies will refund the initial payment to the contract-holder on re- 
quest received within 30 days after the issuance of the contract. Many con- 
tracts include a provision whereby, if the total amount of payments under a 
contract is greater than the current cash surrender value plus accumulated ad- 
ditional credits at a time when the holder dies or becomes permanently disabled, 
then the company will refund the higher amount. This "death or disability" 
benefit is available regardless of whether the contract-holder also purchases 
completion insurance. In addition to the death or disability benefit, the two 
companies with headquarters in Halifax have included features in their contracts 
designed to benefit the holder who terminates voluntarily at a time when the 
total of the payments he has made is greater than his cash surrender value. 
Keltic Savings Corporation Limited allows such a contract-holder, provided he 
has completed one full year of payments, to elect whether to receive his cash 
surrender value immediately or to receive an amount equal to the total of 
payments made, but not until the maturity date of the contract, Service 
Investments Corporation Limited will pay cash surrender value immediately, and 
will in addition deliver to the contract-holder a promissory note payable at 
the maturity date of the contract for an amount equal to the excess of payments 


made over cash surrender value, 


eles The reasons for the complexity of instalment investment contracts are 
apparent from the preceding paragraphs. The necessary explanations of 


additional credits; cash surrender values; prepaid certificates; advance de- 
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posits against future payments; death or disability benefits; loan privileges; 
various optional settlements; and any additional arrangements, consume con- 
siderable space. While the complicated nature of the contracts is therefore 
understandable, it is to be hoped that more will be done to explain their pro- 
visions to purchasers. This point is dealt with in the recommendations made 


in the following chapter. 


Interest Rate Disclosure 
7, d3 Inthe selection of a mutual fund for investment, the informed pur- 
chaser must take a variety of factors into account. Investment objec- 
tives, quality of investment management, and level of sales charges and manage- 
ment fees are the most important considerations but not the only ones. The 
important points to be considered by the informed purchaser who wishes to 
invest his savings dollars in a debt instrument of a financial institution are 
fewer in number. Security and rate of return far surpass other aspects of the 
instrument in importance; secondary considerations are the degree of Ligquigity 
provided by the instrument and the additional privileges which it Carries. such 
as optional settlements. The attention of the knowledgeable purchaser in his 
selection among competitive debt instruments will be concentrated on the proper 
balance between security and rate of return; his analysis in this respect may 
be very similar to that performed by the knowledgeable mutual fund investor 
who uses techniques such as those described in Chapter III to arrive at the 


combination of risk and rate of return which is appropriate for him. 


ee bly The purchaser for whom investment contracts are unsought goods will 

not make the type of analysis contemplated by the preceding paragraph. 
This is impliedly acknowledged by the following quotation from a letter pre- 
pared by one company to comment on a memorandum concerning disclosure of inter- 
est rates which was circulated by us. The quotation is representative of the 
industry's position: 

With respect to the comments on instalment contracts there 
seems little point in arguing interest rate as the products we are 
selling is not investment income but savings programs. The whole 


investment contract industry is predicated on the accumulation of 
capital and the interest factor is at best a secondary consideration. 
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To argue otherwise seems pointless as obviously no investment con- 
tract company would remain in business 5 years if the product appeal 
was limited solely to the interest earned on the savings. Where a 
person saves $10.00 a month for a period of 10 years the service you 
have rendered is assisting him to accumulate $1,300 and that is far 
more important than whether or not he is receiving 3% or 4% compound 
interesG. 
A beg ius In keeping with the approach reflected in the quotation in the pre- 
ceding paragraph, instalment investment contracts and the sales liter- 
ature used in their distribution frequently do not refer to interest rates or 
rate of return. They emphasize instead the amount the contract-holder will 
receive if he completes his payments. This figure is often expressed as a 
percentage of total payments made, so that the holder of the instalment con- 
tract described in Table XVII-A is told that on maturity he will receive 118% 
of his total payments, or over 127% if allowance is made for additional credits. 
Another letter received in reply to our request for comments on a staff memor- 
andum concerning interest rate disclosure said: 
---accumulation investment certificates are not sold on the basis 
of interest rate but rather because the individual sets outi te 
realize a specific savings goal. For this reason the disclosure 
of interest rates is not) amour opinion -ernecessity./- 
The difficulty with this approach is that if no information is published corn-= 
cerning the effective interest rate provided under a@ contract.) the povemci ms 


purchaser is not alerted to the question of interest rates unless he addresses 


his mind specifically to that question. 


U7. 20 With single payment investment contracts, sales literature frequently 
includes an expression of interest return on a "simple interest" 
basis, Table XVII-B illustrates the significance of this method of disclosure 
through the use of a representative twenty-year contract. It is apparent from 
an analysis of that table that the use of simple interest can result in a sub- 
stantially higher apparent rate of return than would be true under the more 
traditional methods of computation. The practice of reflecting projected 
additional credits in the calculation although the company is not legally ob- 


ligated to pay them further increases the resultant rate. 
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TABLE XVII-B 
PAYMENT ARRANGEMENTS UNDER A TYPICAL 20-YEAR 
SINGLE-PAYMENT INVESTMENT CONTRACT 


($10,000 Investment at the Beginning of Year 1) 


Rate of Return 
including Additional Credits 


Cash Surrender Additional Semi-Annual Simple 

ma lie MiCES SV) Gredipss (4st.)) Compounding Interest 

$10,300 SUL E52 100 4.47% 3.52% 
LOS 720 L065 520 eS el 
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The cash surrender values shown are those applicable at the end of each 
year, and additional credits are declared only at the end of each year. 


inva report made to “us, orlé “of “our "consultants; Professor J. Peter 


Williamson, commented as follows on the use of simple interest rates: 


In the case of lump sum investment contracts, where the purchaser 
makes a single payment’ for the contract but may surrender it before 
maturity, he is generally given a table of cash surrender values, 
indicating what the proceeds on surrender will be at the end of one 
year, two years, and so on up to maturity. As a general rule, the 
investor is not provided with the interest rate or "yield" corres- 
ponding to these values. -To calculate the yield for each value re- 
quires access to a book of interest rate tables and the skill to use 
these. It seems unlikely that the average purchaser of a lump sum 
contract is in any position to make this calculation for himself. 
However, without knowing what interest rate the company has guaran- 
teed him, the purchaser has no basis for comparing the contract with 
other forms of guaranteed savings, such as savings accounts, bonds, 
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mortgages, or investment contracts issued by other companies, AI1l 
that he can tell from the table of cash surrender values is how many 
dollars he will receive at some future date above the amount he has 
paid for the contract. 


The Income Tax Act seems to provide a justification for omitting 
from the face of an investment contract any statement of the rate of 
return the contract offers. But this does not preclude disclosure 
of this rate in sales literature, and in fact a number of companies 
do furnish a prospective purchaser with what they call "simple 
interest" rates of return. Some companies disclose only the simple 
interest rate of return to maturity, that is, the simple interest 
rate that will be earned by the investor provided he holds his con- 
tract to maturity. But some companies also provide a table of simple 
interest rates of return, showing the rate that will be earned if the 
contract is surrendered at the end of one, two, three years, and so 
on, as well as the rate to maturity. 


"Simple interest" rates of return are at best meaningless and at 
worst seriously misleading. When an investment contract company re- 
fers to a simple interest rate of 5.02% to maturity on a fifteen- 
year contract, it is actually saying that the annual rate of interest 
the purchaser will receive, if he holds the contract to maturity, is 
5.02% compounded every fifteen years. And when the rate to maturity 
on a twenty-year contract is quoted as 5.36% simple interest, this 
means that the investor will earn 5.36% a year, compounded every 
twenty years. Even these two rates are not comparable. An annual 
rate compounded every fifteen years can only be compared directly to 
another annual rate compounded every fifteen years. To achieve com- 
parability, we have to convert the rates to make the compounding 
frequency the same. A rate of 5.02% compounded every fifteen years 
is equivalent to a rate of 4.07% compounded semi-annually. And a 
rate of 5.36% compounded every twenty years is equivalent to 4.04% 
compounded semi-annually. The 4.07% and 4.04% rates are directly 
comparable, and perhaps the most striking aspect of the comparison is 
the fact that the fifteen-year contract actually offers a higher rate 
of return than the twenty-year contract, although the simple interest 
rates suggested the opposite. 


To convert a rate of interest compounded every fifteen years to a 
rate compounded semi-annually almost requires a computer, or a set 
of logarithm tables. And although the calculation is not very com- 
plex it is probably well beyond the abilities of the average pur- 
chaser of an investment contract. Indeed, it seems unlikely that the 
average purchaser would even know the difference between compounding 
semi-annually and compounding every fifteen years, and he is probably 
happy to accept the "simple interest" rates as a measure of the pro- 
fitabilivty or srecncract. 
17.48 The reference made by Professor Williamson to the Income Tax Act in- 
volves the treatment for income tax purposes of the amount paid on 
maturity of an investment contract. It is apparent that the amount constitutes 
in part a return of invested capital, and in part a payment for the use of thac 
capital, Under general principles of Canadian income tax law, the latter ele- 
ment should, and the former should not, be taxable as income to the recipient. 


Under the Act, that result is attained in different ways depending upon whether 


the relevant rate of interest is specified in the contract. If it is specified, 
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the interest element payable on maturity is taxable as income under section 
6(1)(b) and other relevant provisions. If it is not so specified the special 
provisions of section 7 are applicable and a reasonable allowance must be made 
for interest. In the latter case, but not in the former, the recipient re- 
ceives the benefit of section 35, which allows the tax on the interest element 
of the payment to be computed as if it had been received over a three-year 
period. The importance of this benefit is such that the companies can strongly 
argue that to set out an interest rate in the contract would result in a signi- 


ficant tax disadvantage to the contract-holder.* 


Experience Under Instalment Investment Contracts 
L7 Yo Representatives of investment contract companies with whom we had dis- 
cussions uniformly acknowledged that the rates of return under in- 
stalment investment contracts were comparatively low, but stressed that this 
is not the important factor in a study of the industry. What is important, in 
their view, is that the instalment investment contract facilitates saving by 
persons who would not otherwise save money. The quotation in paragraph 17.44 
is typical of the comments we received to this effect. We decided at an early 
stage of our work that this argument should be tested by an analysis of the 
actual experience under instalment investment contracts, to determine the ex- 
tent to which the average contract-holder benefits from his investment. The 
analysis was conducted by the staff of the Committee and one of our consultants, 


Professor Williamson, on the basis of data collected on a voluntary basis from 


the companies concerned. 


Lee, Many decisions were necessary in the formulation of the analysis. For 
a complete study of the full history of contracts, it would have been 
necessary to work with contracts issued twenty or more years prior to the date 
of the study. Results of such an analysis would, however, be open to the 
criticism that they did not represent the current practice because of changes 
in sales techniques and industry standards during the intervening period. In 
addition, most of the companies currently operating in Canada did not exist 


twenty years ago. We decided that the benefits of a complete history of 


* “For an example of the application of these provisions, see Peers v M.N.R. 
66 D.T.C. 158 (Tax Appeal Board, 1966). 
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long-term contracts should be surrendered in favour of information which would 
be more representative of current practices in the industry as a whole. The 


study concentrated on contracts issued in February, 1957 and August, 1962. 


Le Fieasill The second principal difficulty was in’ the decision) concermingytne in- 
formation to be obtained, and the methods to be used to present the 
resultant data on a uniform basis.. The variations between contracts: areavery 
considerable. Contract-holders are permitted to change their methods of pay- 
ment, and often do change from monthly to semi-annual or some other basis. 
Delays in payments with resultant discrepancies in maturity dates also arise 
frequently. The selection of various optional settlements either on maturity 
or during the term of the contract is another area of difference among con- 
tracts. We engaged in discussions with representatives of the industry before 
we determined upon an approach which did not fully reflect all individual vari- 


ations but was more than adequate to provide us with the data we required. 


eta: Our approach was to ascertain the amount invested to December 31, 1967 
by the holder of each instalment investment contract being studied, 
and the value of his contract at that date. The former figure was simply the 
total of all payments and contributions made by the holder under the contract 
without allowance for the time of payment. The latter figure, in the case of 
a contract terminated prior to December 31, 1967, was the amount paid on term- 
ination, and in the case of a contract still outstanding at that date it was 
the cash surrender value. A gross rate of erie was computed through the use 
of these figures. It should be emphasized that the rates of return so arrived 
at are not annual rates, but directly relate total payments to the then cash 
surrender value plus additional credits under the contract, or to the amount 
received on its prior termination. If a total of $100 was paid under a ‘con= 
tract and the cash surrender value at December 31, 1967 was Sp the rate of 
return used is 10% regardless of whether the contract was issued in February, 
1957 or August, 1962 and regardless of the dates upon which the payments total- 
ling $100 were actually made. 
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i}. 53 The information on rates of return under instalment investment con- 
tracts facilitated two kinds of analysis. The first, based on compar- 
isons with what the rates of return would have been if payments had been made 
in compliance with the terms of the contract, enabled us to judge the merits of 
the argument that these contracts contribute to forced savings. The second, 
based on inspection of the results themselves, assisted us in a decision as to 
whether the terms of these contracts are so inconsistent with the best interests 
of investors as to make the imposition of substantive controls desirable. We 
here summarize the results of these analyses; proposals based on them are in- 


eluded in the next chapter. 


7s > ly Table XVII-C concerns only one investment contract company. The rates 
of return attained by the holders of instalment investment contracts 
issued by this company were superior, on average, to those of any other com- 
pany studied and this table is included in preference to a set of tables repre- 
senting every company. With some of the other companies the results were con- 
siderably less favourable. This is adequately indicated by a comparison between 
the information concerning terminated contracts in Table XVII-C and the com- 
parable information concerning terminated contracts of another company which 
is provided in Table XVII-D. Im our opinion, the results demonstrated by the 
tables speak for themselves and require no further explanation or discussion 


here. 
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TABLE XVII-C 
EXPERIENCE UNDER INSTALMENT INVESTMENT CONTRACTS 
ISSUED BY ONE COMPANY 
IN FEBRUARY, 1957 AND AUGUST, 1962 (NOTE 2) 


Average Return as % of Amount Paid in 
from Date of Issue to End of 1967 
(Numbers in parentheses are total 
number of contracts concerned) 


Total Matured 

Date No. of or 

of Contracts Terminated In Force All 
Issue Term (Note 2) (Notes 3,4) (Note 4) Contracts 

ete t 
Return No. Return No, Return 

Feb. 1957 buayrs. ne) 5h alle) 

" i To. at 16 8.9 (46) 

1" " D5" Aba =D hsp (152) US Aes 4.8 

" " 20. 1 325 = 8,6 (243 mee lLO Ome) eh 
Aug. 1962 Gs am ull: =i 50 gm) Chee MON, Gee 
1" 1" Git 52 = 2 Zig tien (ee) ibe pla OL) = es 

" " Wa Lhe -36.0 (58) -11.1 (84) =1 0a 

" " 90 1 388 mph 9) tl oe Oe waned Coe eles) =25-.5 

(Note 6) 

"1 " 10, tt L = idea ties) lecanelce) oie ae 
1" " 5 " 8 =lise (5) - 8.4 (3) —LO ST 

" " Guat 32 —29.du. a(t) ~16..6° 9 22} -18.8 
NOTES 

1. The method of analysis is described in paragraphs 17.51 to 17.53. Two facts 


there noted are of particular importance to an understanding of the infor- 
mation presented. The rates of return shown are not annual, but gross; if 
the contract-holder pays $100 and has a cash surrender value at the end of 
1967 of $110, the rate of return is 10% regardless of the number of years 
involved. Secondly, of the contracts considered only those issued in 
February, 1957 with maturities of 6 and 10 years were, by their terms, ex- 
pected to attain maturity prior to the end of 1967. 


. The contracts considered are those issued by only one company studied, the 


company with the most favourable results of those analyzed. This company, 
by arrangement, supplied information only as to a representative sampling 

of its contracts, so that the numbers of contracts do not reflect all those 
sold during the months considered. 

Contracts issued but on which nothing was paid by the purchaser are not in- 
cluded, although contracts issued but rescinded with return of all money 
paid are included. Of the 17 6-year contracts sold in February, 1957, and 
which should have matured before the end of 1967, 5 actually matured. 8 were 
surrendered for cash; 2 were automatically cashed after a year's payments 
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TABLE XVII-C (CONT'D) 
EXPERIENCE UNDER INSTALMENT INVESTMENT CONTRACTS 
ISSUED BY ONE COMPANY 
IN FEBRUARY, 1957 AND AUGUST, 1962 (NOTE 2) 


Theoretical Return Assuming Punctual Payments as % 
of Amount Paid in from Date of Issue to End of Sof, 


Based on Cash Surrender Value 


Based on Cash Surrender Plus Additional Credits 
Value Note 5 
Monthly Quar. Semi. Annual Monthly Quar. Semi. Annual 
Pmts. Pmts. Pmts. Pmtsi. Prts. Pmts. Pmts. Pmbs5 
(%) (2%) (%) (%) (%) (%) (%) (%) 
Sie ie gies il (ie Aa) oe) Sia ee 
eo 8.9 TL ees ik ole 1750 2060 
tee 6.0 8.3 LES RRS) Vee eaO) ay hy 16.7 
Dre): LS, 6.9 Sal 9.3 A OE: 12.9 15 oe 
Ls 5.6 6.6 8.2 8.4 9.0 Oe. ke 
- 4.8 = 3.9 i aes) on oa aa 17 = “ie Dok eo 
-16.4 -14.9 “12.4 - 8,3 -13.9 -12.5 -10.0 - 5.9 
-22.1 -20.1 -19.0 -15.2 -19.9 -18.7 -16.8 -13.1 
- 4.8 eee) = 1.0 ae = 1.0 ye: BS) ey 
-16.4 old t9 “12.4 - 8,3 Snowy -12.1 neva Co istry) 
-22.1 -20.1 -19.0 -15.2 -19.5 -18,3 -16.3 -12.7 


were missed; 1 was automatically converted to a paid-up certificate; and 1 
was terminated for an overdue loan. Of the 46 10-year contracts sold in 
February, 1957, and which should have matured before the end of O67) aS 
actually matured. 24 were surrendered for cash; 4 were automatically cashed; 
4 were rescinded within 30 days of sale; 1 was transferred automatically to 
a paid-up certificate; 1 was cancelled; and 3 contract-holders died, 

4, The profit figures expressed in the column headed "Matured or Terminated" 

are based on the amount of cash or the cash surrender value of the paid-up 

certificate or optional settlement received at the time of maturity or 
termination, The profit figures expressed in the column headed "In Force" 

are based on cash surrender values plus additional credits at December 31, 

1967 rather than on a realized amount. 

. The additional credits used are those actually declared, 

O. Of the 225 20-year contracts sold in August, 1962 which were terminated 
prior to December 31, 1967, 80 represented losses of the entire amount in- 
vested, and 41 represented no loss because the entire amount paid was re- 
turned to the investor, 
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TABLE XVII-D 


RATES OF RETURN UNDER TERMINATED OR 
MATURED INSTALMENT INVESTMENT CONTRACTS 
ISSUED BY ONE COMPANY IN FEBRUARY, 1959 
(NOTE 2) AND AUGUST, 1962 


Average Return as % of the 


Term Amount Paid in from Date of 

Date of Issue (Years) Issue to Maturity or Termination 
February, 1959 5 + 2.0% 

i i? 10 -19.4 

i it 15 22.3 

1 iT 16 -29.2 

Ai a 16 35 5.05 

v ? Ae) -1.0,3 
August, 1962 - 9. 

‘t v 10 -15.4 

wv ! WS -32.5 

1! w 16.5 -51.9 

t ? 18.5 -55.7 

" " @) -60.0 

tt " 25 =I oF 


NOTES ® 


1. The data in this table are comparable to the data concerning terminated 
contracts in Table XVII-C, with the exception noted in Note 2 and except 
for the fact that a higher proportion. of the contracts in this table wong 
in Table XVII-C may have resulted from transfers from other contracts. 

If that is correct, the result is to ancréase the raves of relurneciows 
td) bas able. 


2. February, 1959 is used instead of February, 1957 because the company 
involved here was unable to supply information for contracts issued in 
the latter month. This should be taken into account in any comparison 
between this table and Table XVII-C; it would be reasonable to expect 
the return on contracts sold ingFebruary, 19590t0 bell ower bat lchetane 
of 1967 than that on contractswsold insKebruanyfeloo7: 


3. Approximately 62% of the contracts sold by the company concerned were 
terminated by the end of 1967 and are reflected in this table. 


4, The average return of +2,.6% for five-year contracts sold in February, 
1959 is based on 17 contracts. Of these, 4 actually matured; 6 lapsed; 
5 terminated with requests by their holders for payment of cash surrender 


value; 1 was cancelled, and 1 was still being *carriedwas an open scontmade 
at the end of 1967. 
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7,55 The conclusions we draw from the data provided in Tables XVII-C and 
XVII-D are amply confirmed by the additional statistical material we 
have reviewed, In our opinion, the discrepancy between the theoretical return 
under instalment investment contracts and the returns actually attained is 
sufficient to justify a rejection of the argument that these contracts force 
their holders to save and therefore provide them with a benefit. Further, the 
results are so poor as to justify, and indeed to necessitate, the enactment of 
provisions requiring substantive changes in the terms of contracts on behalf of 
the investing public. The drive to provide maximum compensation for salesmen 
has been carried to the point where investors suffer unduly as a result, and 
limits must be imposed for their protection. Our proposals as to the nature of 


these limits are set out in paragraphs 18.38 to 18.47. 
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CHAPTER XVIII 


RECOMMENDATIONS CONCERNING 
INVESTMENT CONTRACTS 


18.01 Investment contract companies are subject in most of Canada to regula- 
tions specifically designed for them, as are financial institutions 
which issue instruments directly competitive with investment contracts. This 
has been a significant factor in the formulation of our recommendations in this 
area; it constitutes another respect in which investment contracts differ from 
mutual funds, since most regulations specifically designed for mutual funds are 
applied by securities administrators through the exercise of their discretionary 


authority. 


18.02 As Chapter XVII indicates, most of the legislation presently applicabie 
to investment contract companies imposes requirements concerning matters 
traditionally dealt with by governmental controls applicable to debt instruments 
and their sale to the public. The most important such requirements are those 
which relate to reserves and to minimum capital. It is convenient for analyti- 
cal purposes to consider these as one category, and to consider separately the 
type of requirements which are more traditionally included in securities legis- 
lations. The most important requirements of the latter type are those designed 
to result in adequate disclosure to holders and to potential purchasers of 
securities. In the formulation of our proposals concerning matters tradition- 
ally dealt with by legislation applicable to debt instruments issued by finan- 


cial institutions, we have been aware of the desirability of uniformity in the 
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applicable legislation. We have accepted the Canadian and British Insurance 
Companies Act** as a model in certain areas, and propose that legislation appli- 
cable to investment contract companies should include provisions similar or 
identical to the corresponding provisions in that Act. In such cases, we have 
not attempted a detailed analysis of the relevant provisions. Changes in them 
should, we feel, result from a study conducted by a body with terms of reference 
wide enough to permit it to consider the two industries and any other types of 


financial institutions to which similar requirements are relevant. 


£5.03 In considering the second category of requirements referred to in the 
preceding paragraph, those traditionally included in securities legis- 
lation, it is necessary at the outset to resolve a contention strenuously ad- 
vanced by the investment contract industry. This contention, discussed in para- 
graph 17.08, is that we should not propose requirements for application to in- 
vestment contract companies unless similar requirements are applied to life 
insurance companies. The contention, as Stated, is one we reject for the rea- 
sons set out in paragraph 17.08, but the arguments advanced in its support have 
influenced the conclusions reached in this chapter. We have formulated our 
recommendations to minimize any possible competitive disadvantage for investment 
contract companies by comparison with life insurance companies which might 


result from their implementation. 


18.04 The following sections contain our recommendations for changes in the 
regulatory scheme presently applicable to investment contract companies, 
No attempt is made to consider all aspects of the scheme; in the absence of a 
Specific recommendation to the contrary, we intend that the requirements pre- 
sently in effect should be preserved. The discussion first deals with the 
definition of an investment contract company. Subsequent sections consider the 
distribution of investment contracts and applicable disclosure requirements, 
including disclosure of interest rates and additional credits: the rate of 
return to investment contract-holders; and reserve and minimum capital require- 
ments. 
* &.S.C. 1952, chapter 31, as amended by S.C. 1950) 0.205) 0.6 .,.1957-1958) 


ease eee O=1 061 Nor 8G9 S.C. 196/26 5euran LO. ) Reference: ds-also made 
to amending Bill S-35, introduced before the Senate on May 6, 1969. 
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Definition of an Investment Contract Company 
1805 In paragraph 17.04 we note as the two distinguishing features of in- 
vestment contract companies that they provide optional settlements and 
that a large proportion of them are sold on an instalment basis. Only the 
former of these features forms part of the definitions used in the applicable 
provincial statutes, of which an example is quoted in paragraph L7 al. eslhees 
feature, the inclusion of optional settlements in the contract, should in our 
opinion not be relied upon for definitional purposes. As indicated in para- 
graph 17.18, it is easy to envisage a contract which would be an investment ycam. 
tract within the spirit of the applicable legislation and yet would contain no 
optional settlements. It is noteworthy that under present law there is an ad- 
vantage to be gained by establishing an instrument to be an investment contract, 
for an exemption from securities legislation is thereby made available in its 
distribution to the public. That advantage would be reduced or eliminated 
through the implementation of our proposals, and it is therefore important to 
modify the definition so that it will not be possible to avoid it through the 
creation of an instrument which would not be an investment contract merely be- 
cause it did not satisfy one or more of the requirements itemized in para- 


erapm 7.7. 


An sieuere There are two principal difficulties with the definitions of invest- 
ment contracts described in paragraphs 17.16 and 17.17. The firscre 
the assumption that an instrument is not an investment contract unless it con- 
tains optional settlements, cash surrender or loan values, The second is the 
attempt to include single payment contracts in the definition. There is Jive 
to distinguish such a contract from a promissory note or a similar instrument 
issued by any financial institution, and any attempt to define the single pay- 
ment investment contract so as to distinguish it from such other instruments is 
doomed to failure. The crucial feature of an investment contract company is, 
in our opinion, the issuance of instalment investment contracts. A company 
which issues single payment contracts exclusively ought not to be treated as an 


investment contract company. It should instead be regulated as a trust company 
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or some other type of financial institution. A company should not be con- 
sidered to be an investment contract company unless it issues instalment invest- 


ment contracts, or has such contracts outstanding. 


18.07 The conclusion that the issuance of instalment investment contracts 
Should be the focus of the definition of an investment contract company 
accords with the realities of the situation. The issuance of instalment con- 
tracts enables an investment contract company to make a significant appeal to 
the smaller investor; its single payment contracts are often issued to holders 
of instalment contracts who wish to reinvest their money after maturity of the 
contract. A company which issued single payment contracts exclusively would 
appeal to a completely different market, and there would in our opinion be little 
or nothing to distinguish it from a trust company issuing guaranteed investment 


Perctiticates, 


18.08 The analysis in preceding paragraphs leads to definitions equivalent 
to the definitions of "face-amount certificate" and "face-amount 
certificate company" in the Investment Company Act of 1940. These read as 


follows: 


2(a)15 "Face-amount certificate" means any certificate, investment contract, 
or other security which represents an obligation on the part .of its 
issuer to pay a stated or determinable sum or sums at a fixed or 
determinable date or dates more than twenty-four months after the date 
of issuance, in consideration of the payment of periodic installments 
of a stated or determinable amount (which security shall be known as 
a face-amount certificate of the "installment type); or any Secur icy 
which represents a similar obligation on the part of a face-amount 
certificate company, the consideration for which is the payment of a 
Single lump sum (which security shall be known as a Pad ye oer: 
face-amount certificate). 


4(1) "Face-amount certificate company" means an investment company which is 
engaged or proposes to engage in the business of issuing face-amount 
certificates of the installment type, or which has been engaged in 
such business and has any such certificate outstanding. 

18.09 The result of these definitions is that a company which issues or has 
outstanding instalment contracts is a face-amount cCertiticate (invest — 
ment contract) company, and that a Single payment contract is a face-amount 


certificate (investment contract) if, but only if, it is issued by such a com- 


pany. The definition also eliminates the requirement that an investment con- 
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tract must include "optional settlement, cash surrender or loan values prior 
to or after maturity," or "a plan of payment", Most face-amount certificates 
in fact include both optional settlements and plans of payment, and Canadian 
investment contracts would presumably continue to do so if these definitions 
were introduced here. The point is that the omission of these features should 
not alone prevent an instrument from being treated as an investment contract. 
As noted in paragraph 17.19, adoption of the definitions we propose would not 
result in a change in the status of any company carrying on business in Canada 
at the time of writing. All investment contract companies would continue to 
be regulated as such, and we are aware of no existing company that would be 
treated as an investment contract company under our proposed definitions which 
is not so treated under the present law. The principal consequence of the re- 
vised definitions would be to prevent the operation in the future of companies 
which carry on business essentially in the manner of investment contract com- 
panies but are not regulated as such because the instruments they issue fail to 


satisfy the definition of an investment contract in all respects. 


Le. Difficulties have arisen in the past when investment contract compan- 
ies have carried on activities other than the issuance and distribution 

of investment contracts. Such activities may create conflicts of interest on 
the part of the management of an investment contract company, and can result in 
serious problems in the application of priorities among creditors. We have 
concluded that the business of investment contract companies should be restric- 
ted to the issuance and distribution of investment contracts and to related 
activities. The term "related activities" in this context should be construed 
sufficiently widely to permit the sale of investment contracts in combination 


with other financial instruments such as the shares or units of mutual funds. 
18.14 For the reasons set out in this section, we recommend: 


(1) that the term "investment contract company" should be defined to in- 
clude any company which issues or has outstanding instalment invest- 
ment contracts; that “instalment investment contracts" should be 


defined substantially in accordance with the definition of "face-amount 
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certificate of the installment type" in the Investment Company Act 

of 1940; and that a promise to pay by an investment contract company 
in exchange for an amount received as a Single payment should be con- 
Sidered to be a single payment investment contract although a similar 
promise made by a company which is not an investment contract company 


Should not be so considered; and 


(2) that the business of an investment contract company, as defined, should 
be restricted to the issuance and distribution of investment contracts 
and to related activities; the term "related activities" should be 
construed sufficiently widely to permit the sale of investment con- 
tracts in combination with other financial instruments such as the 


Shares or units of mutual funds, 


Distribution of Investment Contracts: 


Disclosure Requirements 
ool? The legislation presently applicable to investment contract companies, 
in keeping with the regulations traditionally applied to financial in- 
stitutions engaged in the sale of debt instruments to the public, emphasizes 
reserve rather than disclosure requirements. This is in strong contrast with 
the regulation of mutual funds, which emphasizes disclosure. The difference is 
understandable, since reserve requirements in the usual sense would be inappro- 
priate for mutual funds. However, the result is that the investment contract 
purchaser receives considerably less information than the mutual fund purchaser, 
and this difference in the quantity of information received would be even more 
pronounced if the proposals in Chapters IV to XV were to be implemented without 
the application of corresponding requirements to investment contracts. Of 
particular importance in this connection are the proposals in Chapters XIV and 
XV concerning disclosure, and those in Chapter X concerning public education 
designed to increase the Shopping goods segment of the market for mutual fund 


shares or units, 


18,13 Complete disclosure and effective competition are at least as im- 
portant objectives in the context of investment contracts as in the 


context of mutual funds. We would reject any contention that these objectives 
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are less important because investment contracts are debt instruments. That 
fact. is relevant to the nature and extent of the disclosure which should be re- 
quired, but not to the principle of disclosure. Both in the short-term and in 
the long-term, full disclosure is necessary for adequate’ public provection. dn 
the short-term, it is desirable to acquaint the investor with relevant informa- 
tion concerning his proposed purchase, so that he will be aware of its implica- 
tions at the time of investment. In the long-term it is essential if the well- 
informed investing public which is so important to effective competition at the 


consumer level is to develop in Canada. 


ikope es Disclosure is not alone sufficient to attain the objectives we think 
necessary in the regulation of the distribution process. It must be 
accompanied by educational programmes and by restrictions on sales practices. 
All of these requirements fall, to various degrees, within the second catvesouy 
discussed in the introductory paragraphs of this chapter, for all involvespre-= 
Visions of “a‘typée met customary in the regulation” of “fineweial-1nsticusloue 
issuing debt instruments to the public. That’ does not-dassuade us from our 
belief that they can and should be~applied* to investment contract companies, =o 
representative of the industry has stated to us that more effective disclosure 
would prejudice investment contract companies. We would not be sympathetic 
with such a statement if it were made, for an industry which would be prejudiced 


by effective disclosure deserves little sympathy: 


1725 We have concluded that the proposals for disclosure, public educauion 
and control over salesmen which are made in Chapters X, XIV and XV 

for mutual funds are, in principle, equally appropriate for investment contract 

companies. The objectives which we think should be attained through the appli- 

cable regulations in the two industries are almost identical, and their common 

reliance on direct sales forces further accentuates the similarity of the re- 

quirements appropriate for those objectives. The fact that every investment 

contract salesman is also in a position to provide his customers with shares 

or units of mutual funds is another relevant consideration in support of uniform 


disclosure requirements. 
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18.16 Perhaps the most important provisions to be applied so that adequate 
disclosure will be made to the purchaser of an investment contract are 
those outlined in Chapter XIV concerning prospectuses, summary prospectuses, 
rescission rights and confirmations of transactions. The reasons for each of 
these provisions are as relevant to investment contracts as to mutual funds. 
The requirements concerning the delivery of prospectuses, summary prospectuses 
and confirmations can be applied unchanged to investment contract companies, 
The distinction made in these requirements between contractual plans and lump 
sum purchases should be reflected in a corresponding distinction between the 
rules applicable to instalment investment contracts and those applicable to 
single payment contracts. Rescission rights should also be granted to the pur- 
chasers of investment contracts on the same basis as to mutual fund investors, 
except that the amount to be paid by an investment contract company to a pur- 
chaser who validly exercises a right to rescind should be the full amount of 
the payment made under the investment contract without allowance for subsequent 


ecace fluctuations. 


28.17 We have concluded that we should not make detailed proposals for the 
contents of investment contract prospectuses, summary prospectuses and 
confirmations, except that we make proposals in the following section as to 
disclosure of interest rates. Once the principle is established that these 
documents are necessary and that they should play a role similar to the corres- 
ponding documents used in the distribution of shares or units of mutual funds, 
we believe that the investment contract industry should be encouraged to parti- 
Ccipate in decisions concerning the contents of the documents. Ample precedent 
is provided by the requirements for prospectuses for debt instruments of other 
organizations; these can readily be modified for application to investment 
contracts. It should not be difficult to use the resultant requirements in 
order to produce a summary prospectus equivalent to the example for mutual funds 
provided in paragraph 14.59. The content of confirmations for sales of invest- 
ment contracts can also be based on those used for the sale of shares or units 
issued by mutual funds. The administrators concerned, in collaboration with 


representatives of the investment contract industry, should prepare the 
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necessary forms of prospectus, summary prospectus and confirmation as soon as 
possible after publication of this report. They should also prepare-guidelines 
for sales literature of investment contract companies similar to those proposed 


in paragraphs 14.67 to 14.78 for mutual funds. 


18318 Under present practice, the purchaser of an investment contract rarely 
sees the contract until after he has agreed to buy and has made the 
initial payment. We have considered whether it would be desirable to require 
that he be given a copy of the contract together with the summary prospectus, 
but have concluded against such a proposal. As noted in paragraph 17.34, the 
investment contract contains detailed provisions which govern every aspect of 
the relationship between contract-holder and company. Its early delivery to 
the purchaser would be of no more practical value than would be the early 
delivery to the mutual fund investor of the relevant corporations act or trust 
instrument. Instead, the summary prospectus should state that a copy of the 
form of contract will be provided by the salesman on request, and the salesman 
should be required to provide the contract when requested to do so. iInadditiom 
both the summary prospectus and the full prospectus should summarize relevant 


provisions of the contracts. 


18.19 In Chapter XIV and é€lsewhere in cur Giscussion, of mutual sruncsen. 
accord considerable emphasis to controls over salesmen. Such controls 
in our view form an essential part of a regulatory scheme applicable to the 
distribution of a financial instrument through a sales force. Disclosure re- 
quirements cannot provide’ adequate protection for an investor if the person who 
effects the sale to him is not prevented from engaging in unethical conduct. 
The controls presently applicable to salesmen of investment contract companies 
in most provinces are of little practical importance. Few difficulties have 
resulted from this since all such salesmen also sell mutual funds and are there- 
fore subject to the controls applicable to mutual fund salesmen. However, we 
have concluded that a similar scheme should apply to them as to mutual 
fund salesmen because of the differences between the two types of investment 


and because of the possibility that some salesmen might not also sell mutual 
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funds. If the administrators of the scheme differ between investment contract 
companies and mutual funds, care should be taken to avoid duplications and con- 


sequent inconvenience to those affected, 


18.20 A practical difficulty with the application to investment contract 
Salesmen of requirements patterned on those proposed for mutual fund 
salesmen is that there is no available salesmen'ts training course concerning 
investment contracts. Such a training course would be desirable, but its pre- 
paration may not be feasible because of the comparatively small number of com- 
panies concerned, We have concluded that the administrator should be given 
authority, if he thinks fit, to prepare or participate in the preparation of a 
training course and to require that applicants take and pass the course so pre- 
pared as a precondition to their registration as investment contract salesmen, 
This authority could be exercised in light of experience, and if a training 
course was found necessary the content of the course could be shaped in recog- 


nition of the problems which dictated its adoption. 


gyal In paragraphs 14.80 to 14.88 we discuss calls on residences and 
"twisting" or "switching" by salesmen. We there conclude that calls 
on residences should be prohibited only if the administrator makes a specific 
order to that effect applicable to a named Salesman or company. We conclude 
that twisting or switching should not be prohibited but that transactions which 
involve a duplication of sales charges should be carefully scrutinized to ensure 
that they involve no abuse. At the time of writing, in most provinces, sales- 
men who handle both investment contracts and mutual funds have a competitive 
advantage over those who handle only mutual funds, because there is no prohibi- 
tion of calls on residences to sell investment contracts. We have concluded 
that the applicable requirements concerning calls on residences and twisting 
or switching should be uniform in the distribution of mutual funds and of in- 
vestment contracts, and therefore that the conclusions reached in paragraphs 


14.80 to 14.88 should be considered to be applicable to investment contracts. 
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LS. 22 Implementation of the proposals in the preceding paragraphs will re- 
sult in a substantial improvement of the nature and quantity of infor- 
mation received by the potential purchaser of an investment contract. Those 
proposals would not, however, be sufficient to constitute an adequate disclosure 
scheme which would serve both to provide necessary information to holders of 
investment contracts and to stimulate the development of the effective competi- 
tion at the consumer level which is so necessary if the anomalies in the present 
competitive structure are to be resolved. To accomplish the latter objective, 
the educational programme proposed in paragraphs 10.38 to 10.40 should be ex- 
panded to include investment contracts. The development of a greater degree of 
knowledge among investment contract purchasers concerning the implications of 
their proposed transactions would, we believe, have an immediate and major 
effect on the ability of the industry to sell contracts having the terms des- 


ecribed in Chapter XVII. 


18.23 It is also of considerable importance to an adequate disclosure scheme 
that continuing.disclosure concerning the affairs of an investment 
contract company be supplied to the holders of its investment contracts. Certain 
contrary agruments should be considered here. Traditionally, the holder of a 
debt instrument does not receive the same type of continuing disclosure which 
is made available to the holder of an equity instrument. Once satisfied with 
the quality of his security he is considered not to be entitled to receivesmore 
extensive disclosure concerning corporate affairs. We have heard contentions 
to the effect that this distinction is relevant to investment contract companies 
and that investment contract-holders should not be entitled to receive continu- 
ing disclosure concerning the affairs of the company. We reject these conten- 
tions, for two reasons. The first reason reflects our agreement with the 
developing rejection of the theory that public holders of debt instruments 
should not be entitled to continuing disclosure concerning the affairs of the 
issuing companies. Recent amendments to corporate and securities legislation 
are inconsistent with that theory, and we agree with the principles underlying 


such amendments. It is apparent to us that any investor in a company should 


receive information concerning it. 
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18.24 The second reason for our belief that the holders of investment con- 
tracts should be provided on a continuing basis with information con- 
cerning the affairs of the issuing companies relates only to those investment 
contract companies which pay additional credits. Holders of the investment 
contracts issued by such companies look to the companiest earnings to provide 
the source of additional credits and therefore have an interest in disclosure 
greater than that of investors whose claims are completely fixed. This reason 
has long been accepted in the context of life insurance companies; in most 
jurisdictions, participating policy-holders are entitled to the same disclosure 
that is made to shareholders of life insurance companies, For each of these 
reasons, but particularly the first, we have concluded that all holders of in- 
vestment contracts should be entitled to receive regular reports concerning the 
financial position of the issuing companies. Such reports should be distributed 
at least annually, and should contain financial information as extensive as 
that required for inclusion in the prospectus. We have concluded that the ex- 
tent of protection provided for holders of investment contracts by the appli- 
cation of reserve requirements is such that reports need not be required on a 
basis more frequent than annual, although semi-annual or quarterly reports 


should be permitted, 


£6.25 Implementation of the proposals in this chapter for controls over 
distribution techniques and for disclosure requirements will signifi- 
cantly improve the quality of protection available to purchasers and potential 
purchasers of investment contracts. They will signal an end to the legislative 
philosophy that such instruments are good because they are secure, and that only 
minimal safeguards are needed to prevent their sale to persons who do not under- 
Stand them. In its place, the resultant legislation and regulations will accept 
the value of competition as a step to help produce more reasoned analysis and 


selection among available instruments and therefore a more effective economy. 
ES. 26 For the reasons set out in this section, we recommend: 


(1) that the following recommendations should be applied *to the sale of 


investment contracts as well as to the sale of mutual funds, with 
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distinctions being made between the rules applicable to instalment 

investment contracts and single payment contracts which correspond 

with the distinction between mutual fund investments made on a con- 
tractual plan and on a lump sum basis: 

(a) the recommendations in paragraphs 14.61 and 14.96 concerning the 
delivery of prospectuses, summary prospectuses and confirma- 
tions; and 

(bo) the recommendations in paragraph 14.110 concerning rescission 
rights, except that the amount to be refunded upon the valid 
exercise of a right to rescind should equal the full amount 


paid under’the® contract) to the time?! ofiirescission; 


that the necessary modifications in the form of prospectus, summary 
prospectus and confirmation for the use of investment. contract com- 
panies should be prepared by the administrators concerned in collabor- 
ation with representatives of the investment contract industry as soon 
as possible after publication of this report; guidelines for sales 
literature of investment contract companies, similar to those proposed 


in paragraph 14.79, should be prepared at the same time; 


that no requirement should be imposed for the early delivery of a form 
of contract to the prospective purchaser of an investment contract, 

but the summary prospectus should contain a statement that the form 

of contract will be delivered by the salesman on request and the sales- 
man who delivers a summary prospectus to a potential purchaser should 
be required to deliver a form of contract forthwith on request by the 


potential purchaser; 


that investment contract companies and their salesmen should be sub- 
ject to registration requirements similar to those applied to mutual 
fund distribution companies and salesmen, which requirements should be 
used to attain similar objectives in an adequate scheme for the pro- 


tection of the investor; if the administrator of these requirements 
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is not also responsible for the administration of corresponding re- 
quirements applicable to mutual funds, arrangements should be made 
between them to avoid duplication and consequent inconvenience to those 


affected; 


that the administrator should have authority to prepare, or to partici- 
pate in the preparation of, a training course for investment contract 
salesmen and to require that it’ be taken and passed by applicants for 


registration as a condition of registration; 


that the recommendations concerning calls on residences and "twisting" 
or "switching" in paragraph 14.89 should be applied to the sale of 


investment contracts as well as to the sale of mutual funds; 


that the recommendations concerning public education in paragraph 10.48, 
recommendations (1) and (2) should be applied to investment contracts 


as well as to mutual funds; and 


that each investment contract company should be required to distribute 
to the holders of investment contracts issued by it, no less frequently 
than annually, a report containing financial information which corres- 


ponds to that required in the prospectus. 


Dasclosure of.iInterest Rates and Additional Credits 


93.27 


interest 
problems 


here: 


(a) 


In Chapter XVII we make frequent references to the practices of in- 
vestment contract companies in the calculation and publication of 
Petes or rates of return, end of additional credits, A number of 


are noted in that discussion, and it is convenient to summarize them 


under both instalment investment contracts and single payment invest- 
ment contracts, it is frequent (but not invariable) practice for sales 
literature to include projected results based. on the assumption that 
additional credits will be paid at a certain rate for the life of the 


contract,» althoughsnot promise is made to this effect; 
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18.28 


under instalment investment contracts the sales literature often does 
not specify an interest rate which will be earned by the invested 
money, but instead indicates cash surrender values which will be avail- 
able at specified future dates assuming compliance with the terms of 
the contract and also indicates the percentages which such cash sur- 


render values represent of total payments to the dates in question; 


under single payment investment contracts the sales literature often 
indicates an annual interest rate of return, which rate is called 
"simple interest" and reflects no element of interest on interest; this 
practice results in rates which are substantially higher than would be 


shown if interest were calculated in a more usual fashion; 


investment contracts frequently do not contain, in the contracts them- 
selves, a statement of the promised rate of return; this is at least 


in part attributable to income tax considerations; and 


the practices for calculation of cash surrender value and additional 
credits are such that the rate of return may be significantly reduced 
as a result of a delay in payments, and that the contract-holder who 
withdraws between year-ends (i.e., between the dates upon which the 
payments for consecutive years are completed) may be penalized because 
he will not receive adequate credit for payments made subsequent to 


the preceding year-end. 


The question presented by the practices noted in the preceding para- 


graph differs significantly from that presented by almost every other 


problem considered in this report. Throughout the report, the importance of 


disclosure is assumed and the question discussed concerning specific problems 


is whether they can be adequately resolved by disclosure or whether substantive 


controls are necessary. With one exception, we have concluded that substantive 


controls are not necessary to deal with the rate of return under investment 


contracts. The single exception, discussed in the following section, involves 


the rate of return earned by the holder of an instalment investment contract 
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who terminates early in the life of the contract. The question being con- 
sidered here is, then, whether disclosure should be required. In keeping with 
the tenets adhered to throughout this report, we approach this question with a 
strong prejudice in favour of disclosure. We would have little sympathy with 
any contention that precise disclosure concerning the terms of a contract would 


be detrimental to the investment contract industry. 


ms .29 On the question of projected returns based on additional credits, our 
prejudice in favour of disclosure must be considered in light of an 
opposing consideration. This is that it does not seem desirable to permit the 
sale of debt instruments on the basis of representations of a rate of return 
which is not promised. The potentiality for confusion in the mind of the pur- 
Bneaser as a result of such representations is readily apparent. This presents 
the difficult question of whether disclosure should be permitted or required 


in spite of its potentially misleading nature. 


So. 30 In our view, the two principal reasons advanced for the use of addi- 
tional credits militate against the use of projections based on the 
assumption that additional credits will be paid. It is said, first, that the 
practice provides the investment contract company with flexibility to reduce 
the rate of return to contract-holders in the event of a decrease in the rate 
of return earned by the company on its own invested capital. The very possi- 
bility that this contemplates is an indication to us that purchasers should not 
be encouraged to rely on the continued payment of additional credits. Secondly, 
it is said that the use of additional credits enables the company to postpone 
reflecting the amounts involved in its reserves until the credits are actually 
declared; under the second test described in paragraph 17.22, if the additional 
credits were promised under the contract they would have to be reflected in the 
determination of reserves from the outset of the contract. Since the reserve 
requirements are an important, even a'crucial, protection for the investor this 
argument also leads us to question the justification for projections based on 


assumed rates of additional credits. 
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1es30 On balance, we have concluded that the use of projections based on 
assumed rates of additional credits should be prohibited. The prohi- 
bition should affect salesmen, sales literature, advertising and prospectuses. 
This does not imply that salesmen, sales literature, advertising and prospec- 
tuses should not be permitted to allude to the possibility that additional 
credits might be regularly declared. A prohibition of such allusions would be 
tantamount to a prohibition of additional credits, and we believe that they 
serve a valuable function in investment contracts. What is important is that 
the sale of the investment contract be effected on the basis of promised rather 
than of hoped-for returns. In the same way, the purchaser of a participating 
life insurance policy ordinarily makes his decision primarily on the protecumen 
and the premium rate he is promised, although the possibility of dividends is 


a consideration of which he is well aware. 


UB 3:2 The methods used to indicate rates of return under instalment invest- 
ment contracts and under single payment investment contracts are, in 
our opinion, inadequate. In Chapter X we stress the desirability of miniiomm 
methods of calculation for management expenses and sales charges of mutual funds 
to contribute to comparability and therefore to effective competitions (Uniteee— 
ity is of at least equal importance in the present context, for the same reason. 
Yet Professor Williamson points out in the quotation in paragraph 17.47 that 
"simple interest" results are almost completely non-comparable. The sane. 
true of percentage figures indicating the relationship between the cash surren- 
der value of an instalment investment contract and the total amount paid by 
the holder under that contract, without reference to the time over which those 
payments were made. Such disclosure effectively masks the actual situation 


from any but the most careful analyst. 


13.33 We have concluded that the prospectus and summary prospectus and all 
sales literature and advertisements for investment contracts should 
include a clear statement of the effective interest rate promised under the 
contract or contracts concerned. We have considered the manner in which this 
rate should be calculated, and have concluded that annual compounding should be 


permitted because of the long-term nature of most investment contracts, although 
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arguments can be advanced that semi-annual compounding would facilitate more 
effective comparisons with other financial instruments. The effective interest 
rate expressed in prospectuses, summary prospectuses, sales literature and ad- 
vertisements should, then, be the promised rate of return expressed as an annual 
rate of interest with annual compounding. This figure could be supplemented by 
a reference to the possibility of additional credits, but the reference should 
clearly indicate that there is no promise to pay them and they should not be 


reflected in the rate expressed. 


PSy3h We have concluded that while the income tax position continues to be 
as described in paragraph 17.48, investment contract companies should 
noeshe required to include initheir contracts a ‘specification "of the promised 
interest rate. We are fortified in this conclusion by the fact that few pur- 
chasers actually receive the contract until they have agreed to purchase, and 
they are therefore unlikely to be mislead by its contents. We do, however, 
commend to the responsible authorities a reconsideration of the income tax 
position described in paragraph 17.48. In our view, there are strong arguments 
of equity to support the application of a spreading provision such as section 
35 of the Income Tax Act to the interest element included in the proceeds of any 
contract of this type, regardless of whether it specifies the interest rate to 


be paid. 


16235 We have considered the practices for computation of additional credits, 
and have discussed them at some length with industry representatives. 
We are concerned not only with the practice whereby additional credits are cal- 
culated in such a way that the rate of return of contract-holders who are tardy 
in payments may be reduced, but also with the practice whereby different rates 
of additional credits are frequently paid on different types of contracts by 
the same company. In effect, the investment contract companies reserve to them- 
selves complete discretion as to how additional credits should be allocated 
between and among contract-holders. We requested industry representatives to 
consider whether this degree of discretion was desirable, and received the 


following comments in a letter from one company: 


695 


Be OS Of 


As you are aware, under the present law investment contract com- 
panies have complete discretion as to the payment of additional 
credits, both as to amount and as to the conditions which must be met 
by the certificate holder in order to qualify for such credits. The 
practise followed by our company and which I feel is fairly standard 
within the industry is that the rate of additional credits paid to a 
particular class of certificate holders must be uniform but that the 
certificate holder does not qualify to receive the additional credits 
if his*certificate is sin default vem on the waid ip basic: 


Your question then is whether it is reasonable and fair for a 
company to have the discretionary power to state that paid up certifi- 
cates and certificates in default shall not qualify for additional 
credits or should a company having declared the payment of additional 
credits be required by statute or regulation to pay the credits to 
all certificate holders within a class regardless of the status of the 
certificate. 


In our opinion any such statutory requirement or regulation would 
be self defeating. Obviously as long as the company is the sole arbi- 
trator of whether or not additional credits will be paid) and "l= thaa: 
you will agree from an economic standpoint that this decision can only 
be made by the company, then the company can circumvent or defeat any 
regulation regarding the payment of additional credits by simply not 
paying them, Thus the very regulation that is introduced for the 
purpose of helping or protecting the certificate holden can sresi lies: 
the lone run in injuring iim, 


Another way to approach the problem is to look at it from the 
standpoint of the procedure followed by a company when declaring 
additional credits. Such credits are paid out of the profits of the 
company and consequently you start off from the standpoint of how 
many dollars can the company afford to pay out in additional credits 
in a given year. Having determined this figure you then determine 
who should qualify for such payment and from this information then 
determine the rate. Obviously the; dollar amountr available oreda= 
tribution is fixed in any given year consequently the amount any 
certificate holder will receive depends solely upon the number of per- 
sons amongst whom the amount must be divided. Thus the broader the 
base the lower the individual benefit. You therefore resolve the 
problem down to the fundamental question of whether or not the certi- 
ficate holder who is complying with the terms of his certificate by 
making his instalment payments when due is entitled to equal or pre- 
ferred treatment vis-a-vis the cértificate holder who is noteiulii fine 
his: duties and responsibilities under the terms tof, his, contract std 
light of the industry practise it would seem that the industry is of 
the opinion and it is certainly the opinion of our Company, that the 
certificate holder who is carrying through with his undertaking as set 
out in his certificate is entitled to preferential treatment in re- 
lation to the certificate holder who is in default or on the paid up 
Dasiien, 


Servicing accounts is one of the major expenses insofar as a 
certificate operation is concerned and though I have no statistics to 
Support our contention we are nevertheless very strongly of the 
opinion servicing expenses are far higher on certificates that are in 
default than those that are not. If this opinion be correct then I 
think it is logical that those certificate holders who do not create 
additional servicing expenses should be entitled to a somewhat greater 
return via the additional credit route than those certificate holders 
who create additional expense by reason of their failure to carry out 
the terms of their contract. 
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The company attitude toward additional credits is that it is an 
additional encouragement to certificate holders to carry their savings 
program through to maturity. Your Committee has been extremely criti- 
cal to date with respect to the number of certificates that are sur- 
rendered prior to maturity. We in the industry are equally concerned 
with the surrender rate and one of our principal methods of combating 
it is by the payment of additional credits to those certificate holders 
who meet each year's obligations when due. One would find it very 
difficult to reconcile the attitude of your Committee if on the one 
hand they subject us to severe criticism because the certificates are 
surrendered before maturity and on the other hand they forbid us from 
offering monetary inducements to certificate holders to carry their 
certificates to maturity. 


Reo 


6.36 We do not find the arguments in the above quotation fully convincing, 
but we have concluded that the problems in this area are not suffi- 
meenvuly Serious to necessitate the application of substantive “controls as 
remedies. Instead, reliance should be placed on disclosure. The prospectus 
of an investment contract company should include a complete description of the 
procedures followed by it in the calculation of additional credits, and the 
summary prospectus should set out the most important parts of this description. 
Both documents should emphasize the reduction in rate of return which may re- 


sult from any delay in payment by the contract-holder. 
37 For the reasons set out in this section, we recommend: 


(1) that the use in sales literature, in advertising, in prospectuses or 
summary prospectuses or by salesmen of projections based on assumed 
rates of additional credits under investment contracts should be pro- 
hibited; it should, however, be permissible to allude to the possibil- 


ity that additional credits might be paid; 


(2) that the prospectus, summary prospectus and all sales literature and 
advertisements for an investment contract should include a clear 
statement of the promised rate of return, expressed as an annual 
interest rate compounded annually; this figure could be supplemented 


D¥rarererence Go LNG possibility Oo: additional credite: 


(3) that while the benefits of section 35 of the Income Tax Act or any 
similar provision concerning tax spreading would be lost through dis- 


closure of interest rates in the contract, such disclosure should 
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not be required; the present legal position should be considered by 


the responsible authorities; and 


(4) that investment contract companies should continue to have discretion 
as to the allocation of additional credits,: but that prospectuses for 
investment contracts should include complete descriptions of the pro- 
cedures followed, and summary prospectuses should refer to the more 
important points; both should emphasize the possible reductions in 


rate of return which may result from delays in payments. 


Rates of Return Earned by Investment Contract-Holders 
1S.38 In Chapter XVII we deseribe the terms of investment contracts, with 
emphasis on the rate of return earned by holders of contracts. As 
Tables XVII-A and XVII-B indicate, the rates of return under Doth vinstalmensg 
investment contracts and single payment investment contracts are comparatively 
low, judged by standards prevailing for debt instruments at the time of writing. 
We have, however, concluded that it would not be desirable to require an in- 
crease in the rates of return earned under investment contracts which are held 
to maturity, Here, as with commission rates on sales of mutual funds, theme: 
effective and the most desirable method of control would be the operation of 
competition at the consumer level. Observation indicates that purchasers are 
becoming increasingly aware of the implications of comparative interest rates, 
and implementation of the disclosure requirements proposed in the two preceding 
sections should expedite the development of effective competition.| Invaddigian 
there is a close relationship between the rates of return under investment con- 
tracts and the maximum reserve accumulation rates which administrators permit 
in the application of reserve requirements. An increase in such rates might, 


although it would not necessarily, result in an increase in promised rates of 


IGS eibuaigl = 


18.39 While we have concluded that it would not be desirable for an increase 
in promised rates of return over the life of an investment contract to 
be required by statute, we are seriously concerned by the experience of holders 


of instalment investment contracts who terminate in the early stages. of the 
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Contracts. These results, described in paragraphs 17.49 to 17.55 and accom- 
panying tables, show that many contract-holders who terminate early receive sub- 
stantially less than the total amounts of their payments, thereby earning nega- 
tive rates of return. The conclusion set out in the preceding paragraph relates 
only to the return promised to contract-holders who do not terminate prior to 
maturity. The difficulty is that many instalment investment contracts are not 
held to maturity; as note 3 to Table XVII-D indicates, as many as 62% of the 
instalment investment contracts sold by one company are terminated prior to 


maturity. 


18.40 Holders of instalment investment contracts who terminate them prior to 
maturity suffer as a result of the necessity felt by the companies to 

provide their salesmen with maximum compensation as early as possible. One 
company, for example, pays a total commission of $242.16 to the salesman who 
sells an instalment investment contract with a face value of $6,200 under which 
monthly payments of $20 are to be made for twenty years. Of this commission, 
$126 is paid in the first year. The balance is paid in annual amounts of $9.68 
over the following twelve years. The impact of these commission payments on 
the company's financial arrangements is readily apparent. The disbursement of 
pyver one-half of the first year's payment significantly reduces the ‘amount left 


BoOmaccumulate joversthe lite of the icontract: 


egyral Commission arrangements which call for large proportionate payments in 
Bie Tirst yeare of a contract "are the principal reason for the fact 
that many instalment investment contracts, as exemplified by Tables XVII-A and 
mus-C, provide negative rates of return if terminated in their initial years. 
Effective competition will, in our opinion, eventually make instalment invest- 
ment contracts with such terms difficult or impossible to sell. We have con- 
cluded that the actual experience under these contracts is so unfavourable that 
competition cannot be relied upon to provide adequate protection for the con- 
tract-holder who terminates prior to maturity. The contention of the industry 
that the present arrangements are desirable because they result in forced 
Savings is, in our opinion, contradicted by the analysis described in para- 


Beapns L759 torl7.55; 
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Lé.h2 There are many parallels between our conclusions concerning instalment 
investment contracts and those concerning mutual fund contractual plans 
set out in paragraphs 10.94 to 10.124. In each case, we believe that the exist- 
ing situation would ultimately be corrected through the development of effective 
competition at the consumer level. In each case, we believe that interim sub- 
stantive controls are necessary to deal with the situation until adequate com- 
petition develops. In neither case do we express any opinion on the aggregate 
commission received by salesmen; our criticism is of the results of the practice 
under which a substantial portion of the commission for a periodic payment plan 
is paid to the salesman during its initial period. These similarities in our 
analyses of the two situations do not mean that we consider them to be identi- 
eal, nor that we believe similar remedies.to be eppropriate for (thems | leeds 
ferences between an equity instrument and a debt instrument subject to reserve 
requirements are too significant to justify the assumption that similar require- 


ments are appropriate. 


Le pie The conclusion that substantive controls are necessary for thegprotec= 
tion of the holder of an instalment investment contract who terminates 
early in»the life of the contract leaves open the difficult question opeuie 
form which such controls should take. We have considered and decided against 
a proposal that all investment contract companies should be required to extend 
to holders of instalment investment contracts rights similar to those availapi= 
under the contracts issued by Keltic Savings Corporation Limited and by Service 
Investments Corporation Limited, described in paragraph 17.41. Each of these 
companies permits the contract-holder who terminates at a time when his cash 
surrender value is less than the aggregate of the payments he has made to re- 
ceive the latter amount, but not until the original maturity date of the come 
tract. Our rejection of this approach is based on our belief that very serious 
administrative difficulties would be involved in its application, and that it 


would be almost impossible to establish reserve requirements for such a right. 


18.44 We have concluded that the only feasible control is one under which 
the investment contract company would be required to pay, at the time 


of termination, not less than a specified percentage of the amounts previously 
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paid by the contract-holder. During the course of our work, one company, 
Savings and Investment Corporation, introduced an instalment investment contract 
under which the cash surrender value is never less than 50% of the amount pre- 
viously paid by the holder, with accumulated interest. We held several dis- 
cussions with representatives of the investment contract companies during which 
we reviewed the experience of holders of instalment investment contracts and 
expressed our concern with that experience. References to the Savings and 
Investment Corporation contracts were made during these discussions, and the 
representatives of the other companies indicated that they could continue to 
operate on an economic basis if required to provide greater cash surrender 
values. However, they have also established to our satisfaction that this would 
necessitate a very extensive adjustment in their methods of operation and might 
be prejudicial to the operations of smaller companies in particular. Balancing 
the interests of holders of instalment investment contracts against those of 
investment contract companies, we have concluded that the companies should not 
be permitted to pay to a terminating contract-holder less than 40% of the 

amount previously paid by him. Under our proposals, this 40% limit would be 
felevant only during the initial period of the contract's life; the integration 
of this restriction with reserve requirements in the manner outlined below 
would result in a rapid proportionate increase in cash surrender value after 


an initial period. 


io, 5 Because of the close relationship between salesman'ts commission and 

promised return to the contract-holder, and in view of our conclusion 
that substantive controls over the promised rate of return under a contract 
held to maturity are unnecessary, we have concluded that no restrictions are 
necessary on the total commission paid to investment contract salesmen. An 
undue increase in their commission level, unless financed from sources other 
than payments by contract-holders, would force a decrease in the promised rate 
of return to maturity, and adequate competition has already developed to pro- 
vide assurance that such a decrease would have an adverse effect on sales. For 
these reasons, we do not propose any test for the reasonableness of sales 


charges similar to the tests proposed in Chapter X for application in the con- 


ou 


text of mutual funds. The 40% requirement designed to protect the contract- 
holder who terminates early in the life of the contract would force commission 


payments to be spread through the life of the contract, but would not necessar- 


ily affect total commission payments. 


18.46 A simple requirement that cash surrender value be not less than 40% of 
the amount paid under the contract would not be adequate, for it would 
leave open the possibility that the cash surrender value might be maintained for 
a substantial portion of the life of the contract at 40% of the amount paid to 
the time of termination. Average experience might be made worse rather than 
better if the contract-holder who terminated when the contract had almost at- 
tained maturity were to receive only 40% of the amount he had paid. To avoid 
this possibility, 10 is mecessary to integrates tne 40% rule with reserve re- 
quirements. Another relevant factor is that we have concluded that it is appro- 
priate for the early redeeming contract-holder to be subject to some financial 
penalty, provided that his return is not thereby reduced to less than 40% of the 
amount he has paid under the contract. Section 28(d)(2) of the Investment 
Company Act of 1940 permits the deduction of not more than the lesser of 2% of 
the maturity value of the contract or 15% of the reserves held for the contract, 
whichever is less. This rule is, in our opinion, appropriate for adoption sus 


the Canadian context. 


LS 7 The conclusions set out in preceding paragraphs can be implemented 
through the adoption of two provisions. The first would state that 
not less than 40% of every payment made by the holder of an instalment invest- 
ment contract must be added to reserves maintained for that contract. The 
second would state that the cash surrender value of a contract must at all 
times be at least equal to the reserves held for that contract, less an amount 
no more than the lesser of 2% of the maturity value or 15% of the reserve, pre 
vided that the cash surrender value should in no event be less than 40% of the 
total of payments made under the contract. The first rule would be relevant 
to the determination of cash surrender value during the initial period of a 
contract. The second would be applicable thereafter. The contract analyzed in 


Table XVII-A provides an example. Its maturity value is $1,000 of which 2% 
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is $20. As soon as the purchaser has paid a total amount from which the deduc- 
tion of $20 or 15% of the reserves then held for the contract, whichever is 
greater, results in a dollar amount greater than 40% of his total payments, 

then that dollar amount would be the required minimum cash surrender value. In 
cases where the contract provides for other benefits, these rules would relate 
only to payments allocated to the investment contract portion. The rules should 
be applied only to contracts issued after the effective date of the relevant 


legislation. 
18.48 For the reasons set out in this section, we recommend: 


(1) that not less than 40% of each payment made by the holder of an in- 
stalment investment contract, with respect to the investment contract 
benefits it provides, should be allocated to reserves for that con- 


tract ; 


(2) that the cash surrender value of an instalment investment contract 
should at no time be less than the reserves then required to be held 
for that contract, except that it should be permissible to deduct a 
surrender charge of not more than the lesser of 2% of the maturity 
value or 15% of the reserves, provided that the surrender charge does 
not reduce cash surrender value below 40% of the amount paid by the 


contract-holder; and 


(3) that these recommendations should not apply to contracts issued prior 


to the effective date of the relevant legislation. 


Reserve and Minimum Capital Requirements 


18.49 im paragraph (7.221 weicomient sonthevobjectives, served shy reserve re- 
quirements. These requirements are enacted in recognition of the 
public interest in the ability of financial institutions which sell long-term 
debt instruments to the public to satisfy their obligations under the instru- 
ments as they reach maturity. A well-prepared set of reserve requirements 
should embody standards which would in any event be dictated by good business 


practice. A financial institution, like any other business which is properly 
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operated, should so conduct its affairs that it will be able to meet its obli- 
gations as they fall due. The relevant questions to be dealt with by reserve 
requirements for a financial institution are the value of the assets to be held 
as reserves, and the nature of the investments which should constitute those 
assets. These two questions are considered separately in the following para- 


graphs. 


ee In paragraph 17.22 we outline the formulas embodied in existing legis- 
lation which determine the value of the assets to be held as reserves. 
These formulas are, in’ our’ opinion, "adequate in principle butirequiretcertaim 
modifications to provide full protection. The most important modification is 
in the application of the alternative formulas, referred to in» paragraph) 7e-2 
as the maturity value formula and the cash surrender value formula. As des- 
cribed in that paragraph, each of the formulas is presently applied on an ag- 
gregate basis to all contracts, although on some contracts the cash surrender 
value might be higher while on others the amount required to produce the speci- 
fied maturity value might be higher. We have concluded that they should be 
applied on a contract-by-contract basis rather than an aggregate basis, so that 
in the example given in paragraph 17.22 the applicable requirement would be 
$405 rather than $395. The importance of this approach is accentuated by our 
further conclusion in paragraph 18.61 that the only minimum capital requirement 
which should be imposed for the maintenance of minimum capital, in excess of 
reserves, ought to be for the maintenance of capital of not less than a fixed 
dollar amount in excess of reserves. In addition, the conclusion in para- 
graph 18.59 that on bankruptcy or insolvency each contract-holder should be 
able to claim the full amount established as reserves for his contract would be 
unworkable if, as could easily be the case under the existing rules, the total 
reserves are less than would be required if the formulas were applied on a 


contract-by-contract rather than an aggregate basis. 


Le 5! The second modification we propose relates to additional credits. 
Those investment contract companies that pay additional credits each 
determine annually the rates at which additional credits will be computed during 


the following year. Under the formulas presently included in applicable legis- 
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lation, these additional credits need not be reflected in the computation of 
reserve requirements for a contract until a certificate year is completed under 
that contract and additional credits are credited to it. We have concluded 
that, in the application of the maturity value formula, additional credits 
should be reflected from the time of publication of the relevant rate. Ina 
decision as to the value of assets required to enable the company to meet the 
projected liabilities on maturity, it is apparent to us that allowance should 
be made for additional credits the company has announced that it will declare 


even though they have not actually been credited to outstanding contracts. 


es 52 Qur only other ‘criticism of the formulas’ described in paragraph 17.22 
for the determination of the amount of assets to be established as 
reserves is that they do not deal adequately with liabilities arising under 
investment contracts at maturity. In any case where the contract-holder elects 
to receive a benefit at maturity other than the payment of cash, the company 
becomes subject to a continuing liability. The most frequent example is the 
payment of an annuity, but other arrangements are common; in many cases, the 
term of the certificate is simply extended for an additional period. Several 
companies establish reserves for such liabilities prior to maturity, and this 
is in our opinion a desirable procedure. It is, however, not sufficiently clear 
under the applicable legislation that this procedure is required. We have con- 
cluded that appropriate amendments should be made to the legislation to estab- 
Jish that all liabilities arising under investment contracts, whether prior to 


or after maturity, should be taken into account. 


18.53 The exercise by the administrator of his authority to establish maxi- 
mum reserve accumulation rates is of great importance in the deter- 

mination of the amount of assets to be established as reserves. These rates 

are of considerable importance in the decisions of investment contract companies 

concerning the rates of return which it is feasible for them to promise to pay 

under investment contracts. Their establishment is one of the most important 

functions of the administration in the regulation of investment contract com- 


panies, and presents him with some of his most difficult decisions. On the one 
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hand, it is desirable to establish a low rate in order to provide certainty of 
the availability of adequate assets. On the other hand, it is not in the best 
interests of investors to establish the reserve accumulation rate at an un- 
realistically low level; as explained in paragraph 17.23, the result would be 
to force investment contract companies to promise very low rates of return on 


their contracts. 


Tes 54 We have received many submissions both as to the adequacy of the pre- 
sent system for the establishment of maximum reserve accumulation rates 
and as to the merits of the rates presently in effect.) Wevexpress no opinion 
on the latter question, except to note that’ the prevailing rates of interest 
at the time of writing are well in excess of the rates described “in para- 
graph 17.26 and that a reconsideration of those rates may bewin’ orders! OnWithte 
former question, we have concluded that the present system for the establishment 
of maximum reserve accumulation rates should be continued. We would oppose any 
statutory specification of the rate, both because adjustments should be made 
to reflect changes in the economy and in business practices, and because the 
direct imposition of responsibility on the administrator seems desirable in 
order to ensure that the rate will be kept under continuing review by him. In 
addition, special circumstances can) arise aniwhich it tisteppropriavertomerea 
Mine the reserve accumulation rate on a icase-by-case basis. Workexenple;iece 
ministrators have frequently permitted the use of a comparatively high reserve 
accumulation rate for a single payment contract where the company shows that it 
has acquired an investment such as a mortgage with a corresponding yield and 
maturity date, and undertakes to hold that asset in satisfaction of the reserve 


requirement. 


13.55 The submissions made to us by industry representatives have included 

strong contentions that they should be permitted, at least with single 
payment contracts, to use the rates promised under the contracts as the reserve 
accumulation rates for those contracts. The argument advanced in support of 
this contention is that the determination of the rate promised under a contract 
is a business decision made on the basis of the company's belief that it can 


earn a higher rate of return on its invested assets than that promised on its 
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outstanding contracts. While we recognize the significance in the determina- 
tion of reserve accumulation rates of this business decision by the issuing com- 
pany, we have concluded that the ultimate responsibility should remain with the 
administrator. Any derogation from that principle might cause serious problems, 
particularly in the case of an investment contract company which encountered 
financial difficulties and might be prepared to promise unrealistic interest 


rates in order to raise new money. 


18.56 Our criticisms of the existing legislation governing the nature of the 
investments which may constitute reserves are more serious than our 
criticisms of the present techniques to determine the necessary amount of re- 
serves. Ideally, these provisions should deal with permissible types of in- 
vestment; their valuation; and the allocation of reserves among classes of in- 
westments., The existing legislation is, in ‘our opinion, deficient on°all- three 
points. The precise nature of the deficiencies differs»among provinces; for 
the provisions of the several statutes on-these points are far from uniform. 
No Canadian statute applicable to investment contract companies deals adequately 
with all three points. We have concluded that more detailed provisions on all 


of them are needed, and that the provisions should be nationally uniform. 


18.57 The problems of reserve requirements in the context of investment con- 
tract companies are very similar to those in the context of life in- 
surance companies, Canadian life insurance legislation, that of most provinces 
and of the federal government, deals with all three of the points referred to 
in the preceding paragraph, and the administrators have accumulated much prac- 
tical experience with the application of the provisions. This legislation, 
and the regulations applied under it, provides an excellent precedent for appli- 
cation in the investment contract situation. In addition, it is desirable in 
principle for the applicable requirements to be uniform in the two situations. 
We have therefore concluded that legislation applicable to investment contract 
companies should incorporate by reference the provisions of the Canadian and 
British Insurance Companies Act* concerning the nature of the investments which 


* Supra, footnote to paragraph 18.02. 


707 


may constitute reserves, the valuation of those investments, and the allocation 
of reserves among classes of investments, The incorporation by reference should 
be specified to include amendments to the relevant provisions, so that uniform- 


ity can be maintained. 


16255 A problem which has occasioned some concern among administrators is 

the investment of reserves in securities issued by companies associated 
with investment contract companies. The relevant considerations here are very 
similar to those considered at length in Chapter IX in the context of mutual 
funds. We have considered whether to propose that requirements similar to 
those outlined in Chapter IX should be applied to investment contract companies, 
and have concluded against their general application in this context. When the 
proposed amendments to the Canadian and British Insurance Companies Act which 
form the basis of a considerable portion of the scheme outlined in Chapter IX 
become effective, they will, under the proposals made in preceding paragraphs, 
apply to investment contract companies. Unless and until a determination is 
made by the responsible authorities that the wider set of requirements in 
Chapter IX should be applied to life insurance companies, we think that the 
desirability of uniformity in reserve requirements militates against the appli= 


cation of those requirements to investment contract companies. 


18.59 Reserve requirements are designed for a single purpose, to require the 
maintenance of assets sufficient to meet investment contract liabili- 
ties as they fall due. Yet the relevant statutes contain no provision which 
accords to the holders of investment contracts the right to claim against the 
reserves in priority to other creditors of an investment contract company after 
its bankruptcy. It would be unfortunate if trade or other creditors were able 
to claim against the reserves established by an investment contract company for 


the holders of its outstanding contracts before the claims of such holders were 


Sapismiedmi nets lbs 


18.60 We have concluded that the holders of investment contracts issued by 
an investment contract company should be given a statutory priority to 


claim against the assets which constitute the reserves, in the event of the 
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insolvency or bankruptcy of the company. We have also concluded that the 
amounts of their claims should not be affected by the surrender charge permitted 
under paragraph 18.46 in the case of a voluntary termination; on bankruptcy or 
insolvency each contract-holder should be able to claim the full reserves ap- 
plicable to his contract. To implement these conclusions, each investment con- 
tract company should be required to appoint a custodian which would be en- 
trusted with the investments forming the reserves of the company. The appoint- 
ment of the custodian, and the procedures for the custody of the investments, 
should be substantially in accordance with the proposals made in paragraphs 8.05 
to 8.23 for the custody of mutual fund assets. Upon insolvency or bankruptcy 

of the investment contract company, the custodian would hold the investments 
then constituting the reserves in trust for the holders of outstanding invest- 
ment contracts. This would, of course, in no way affect the contractual claim 
of these holders against the company. If the amount realized on sale of the 
investments constituting the reserves was insufficient to pay the amount owing 
to contract-holders, they would be able to claim for the balance, as creditors, 


against the other assets of the investment contract company. 


18.61 In paragraph 17.30 we note the use of minimum capital requirements 
under which companies must maintain a certain amount of free capital 
in excess of their reserves as an additional protection for the holders of con- 
tracts. All provinces with legislation governing investment contract companies 
require the maintenance of minimum capital of not less than a specified dollar 
amount; as noted in paragraph 17.31, the amounts involved are as much as 
$500,000. The province of Saskatchewan, as noted in paragraph 17.30, also re- 
quires that investment contract companies maintain minimum capital in an amount 
computed as a percentage of their liabilities. The relevant considerations as 
to the merits of these two types of minimum capital requirements are different. 
There is no consensus within the investment contract industry as to the desira- 
ability of the Saskatchewan-type requirement, but the representatives of the 
industry with whom we discussed the question unanimously emphasized that the 
purpose of reserve requirements is to enable outstanding liabilities to be met, 


and that the addition of such a minimum capital requirement might constitute 
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an onerous obligation. We agree with this, and have concluded against any pro- 
posal for the adoption on a national basis of a minimum capital requirement akin 
to that in effect in Saskatchewan. We are fortified in this conclusion by our 
belief that implementation of our proposals concerning reserves will substan- 


tially improve the degree of protection presently available. 


16262 We have concluded that a minimum capital requirement which specifies 
that a company may not commence or continue operations as an invest- 
ment contract company without capital of not less than a specified dollar amount 
in excess of reserves should be imposed on a national basis. Such a provision 
has two objectives: to prevent a company from commencing the sale to the pub- 
lic of contracts which constitute long-term liabilities unless it has adequate 
cash reserves, and to provide an opportunity for action if an investment con- 
tract company encounters financial difficulties, before it becomes insolvent, 
In our opinion, the requirement adopted nationally should be based on that pre- 
sently in effect in the Province of Alberta, described in paragraph 17731. 
Under this provision, the company's paid-in capital, paid-in surplus and earned 
surplus, or any one or more of them, must amount in the aggregate to $500,000. 
The administrator is given the discretion to reduce this requirement where he 
thinks a reduction is appropriate. Under the Alberta legislation, the admin- 
istrator may not reduce the requirement below $250,000. We have concluded that 
this restriction on the administrator's discretion should be removed. Where 
consistent with investor protection, the discretion should be exercised on 
behalf of any investment contract company in operation at the effective date of 
the legislation but without the necessary $500,000 of equity in excess of its 


GFEeserves. 


ne 03 In paragraph 17.29 we note the existence in several provinces of sta- 
tutory restrictions on the investments an investment contract company 
may make apart from its reserves. In our opinion, such a restriction should 
not be imposed unless accompanied by a Saskatchewan-type minimum capital re- 
quirement. In the absence of such a requirement, the available capital in ex- 


cess of reserves may be distributed as dividends. The controlling shareholders 
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are likely to cause such a distribution when they wish to use the money for an 
investment which would be prohibited under applicable restrictions with the 
consequences of a reduction in the value of assets available to satisfy the 
claim of the holders of outstanding investment contracts. For this reason, and 
because of our belief that principal reliance should be placed on an adequate 
set of reserve requirements, we have concluded that no restrictions should be 
placed on the investments made by an investment contract company with those 
assets not required to constitute reserves. This conclusion should be con- 
sidered subject to that set out in paragraph 18,10, that investment contract 
companies should not be permitted to carry on business activities other than 


the issuance and distribution of investment contracts and related activities. 


18.64 The conclusion reached in the preceding paragraph was opposed by one 


submission made to us, which commented as follows: 


...in effect, this would mean relief from the limitations [in the 
Canadian and British Insurance Companies Act] on common stock 
and real estate and extension of the basket [clause which permits 
a certain percentage of assets to be invested without restriction ] 
to some undefined extent. If the recommendation were agreed upon 
it would seem at a minimum, that assets and accounts in respect 
of the "required" and "excess" assets should be required to be 
kept completely separate. Otherwise, control by the companies and 
supervisory authorities would be difficult, if not impossible. 
However, such a separate grouping would seem very difficult to 
maintain and administer. For example, a company with increasing 
business would, from time to time, likely have to draw on the 
texcess" to satisfy the reserve requirements as a result of high 
initial expenses incurred in respect of new business. ... 


While we recognize the possibilities noted in this quotation, they are not 
sufficient to dissuade us from our conclusions that investment contract com- 
panies should be permitted to invest their non-reserve assets as they think fit. 
The proposal in paragraph 18.60 that a custodian should be appointed for the 
reserves will ensure the separation of reserve assets from non-reserve assets. 
The necessity to draw on the latter assets in order to satisfy reserve require- 
ments should be allowed for by the companies concerned as a matter of good 
business policy. Failure to make such allowance may result in default under 


the reserve requirements. 


(abl 
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For the reasons set out in this section, we recommend: 


that the formulas presently used in Canadian legislation for the 

determination of the amount of investment required to be held as re- 

serves, which are summarized in paragraph 17.22, should be retained 

in effect subject to the following changes: 

(a) the alternative formulas, one based on the present cash surrender 
value of contracts and the other based on the assets required to 
produce their maturity value, should be applied on a contract-by- 
contract rather than an aggregate basis, so that each contract 
would be reflected in the determination at the higher of the two 
amounts ; 

(bo) in the application of the formula which relates to the maturity 
values of the contracts, additional credits should be allowed for 
from the time of publication of the rate at which they are to be 
credited, rather than from the time when contract-holders have 
satisfied the conditions necessary for them to be credited to 
their contracts; and 

(c) the legislation should be amended to require that all liabilities 
arising under investment contracts, whether prior to or after 
maturity, be taken into account in the determination of the 


necessary amount of reserves; 


that the power to determine maximum reserve accumulation rates should 
be retained by the administrator and that a reconsideration of the 
existing reserve accumulation rates may be in order in view of the high 


rates of interest prevailing at the time of writing; 


that the provisions of the Canadian and British Insurance Companies 
Act, as from time to time amended, relating to: 

(a) permissible types of investment for reserves. 

(by) valuaticn lot investments; and 

(c) allocation of reserves among classes of investments 

should be incorporated by reference into legislation applicable to 
investment contract companies; 


(sk 


that legislation concerning investments in associated companies 
similar to that proposed in Chapter IX for mutual funds should not be 
applied to investment contract companies, except to the extent that 
Similar legislation is made applicable to them as a result of its in- 


corporation by reference under recommendation (3); 


that in the event of the bankruptcy or insolvency of an investment 
contract company, each contract-holder should be entitled to claim 
the full amount of reserves established for his contract, without 

deduction of the surrender charge permitted for terminations under 


paragraph 18.48, recommendation (2); 


that each investment contract company should be required to appoint 

a custodian to hold the assets which constitute its reserves, such 
appointment and custody to be in accordance with rules substantially 
similar to those outlined in paragraph 8.24; on the bankruptcy or in- 
solvency of the company the custodian should hold the reserves in 
trust for the holders of outstanding investment contracts, who should 
also be able to claim as creditors against the other assets of the 
company in the event that liquidation of the reserves does not produce 


enough money to pay the amounts owing to them under recommendation (5); 


that investment contract companies should not be required to have and 


to maintain a minimum capital in excess of their liabilities, but 


should be required to maintain minimum paid-in capital, paid-in surplus 
and earned surplus such that any one or more of them aggregate $500, 000 
or such lesser amount as the administrator may permit; where consistent 
with investor protection, the administrator should exercise his dis- 
cretion in favour of investment contract companies in operation at the 
effective date of the legislation which do not satisfy the $500,000 


requirement; and 


that no restrictions should be imposed on the investments an investment 
contract company may make with its available assets in excess of its 


reserves. 


ae 


CHAPTER XIX 


ADMINISTRATION OF THE REGULATORY SCHEME 


PROP OL If the regulatory scheme proposed in this report is found satisfactory 
by the governments concerned, they must decide how it should be im- 
plemented and, once implemented, how it should be administered, These decisions 
will be influenced by various considerations which do not fall within our pur- 
view, such as the allocation of responsibilities between levels of government 
and the relative availability of staff in different departments of a government. 
It is therefore impossible for us to make detailed suggestions concerning the 
administration of our proposals. It would, however, be unrealistic for us to 
ignore these questions; the frequent references throughout this report to the 
responsibilities of the administrator are alone sufficient to indicate the im- 
portance of the allocation of administrative responsibility to the success of 
the regulatory scheme. We have therefore concluded that it is desirable for us 
to comment in general terms on some of the more important questions to be re- 
solved, a conclusion in which we are fortified by our awareness of the responsi- 
bilities implicit in our unusual form of organization as a committee established 


to report to eleven governments. 


1O).102 The comments in this chapter are restricted to one crucial subject, 
which may be stated as the problems of divided jurisdiction. That 

subject involves three separate topics, each of which bristles with difficulties. 

The first is divided jurisdiction between levels of government; the second is 


divided jurisdiction between branches of the same government; and the third is 
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divided jurisdiction between governmental agencies and self-regulatory associa- 
tions established by the industries concerned. Merely to state the three topics 


is sufficient to indicate their complexity and importance. 


19.03 At the time of writing the first of the three topics referred to in the 
preceding paragraph, that of divided jurisdiction between levels of 
government, is the basis of one of the most current and controversial aspects 
of the development of Canadian securities legislation. This is the possible 
development of a single national agency to administer securities legislation. 
The obvious and important political implications of such a development will be 
considered by the governments concerned in any decisions made. The most im- 
portant unresolved questions are the scope of the authority which a national 
agency should possess, and whether that authority should be derived from the 
provincial governments, from the provincial governments and the federal govern- 
ment, or from the federal government alone. These questions are being actively 
considered by federal-provincial committees with terms of reference which permit 
them to be placed in the wider context of the allocation of responsibilities 
between the two levels of government. In the following discussion we use the 
term "national administrative agency" to refer to such an agency regardless of 
the scope of its authority and of the level or levels of government from which 


that authority is derived. 


no, OL Duss eMpressi on is that tavconsensus is..developingsin favour tor the 
principle that a national administrative agency should be established, 
provided that it can effectively administer legislation and will not merely 
duplicate regulations which already exist. We concur with that principle. Our 
studies have demonstrated to us both the importance of the role played by the 
administrator, and the extent of the difficulties which are caused for national 
organizations when it is necessary for them to conform to the requirements of 
ten or more administrators in ten jurisdictions. We do not suggest that a 
national administrative agency should be established solely to administer the 
regulatory scheme proposed in this report for application to mutual funds and 


investment contracts. We do suggest that many, although not necessarily all, 


{ike 


aspects of that scheme could be more effectively administered by such an agency 


than by separate administrators in the ten provinces. 


19, 05 While we support the development of a national administrative agency, 
defined in the broad sense in which we use that term, we recognize 

that an agency which can effectively administer legislation on a national basis 
and not merely duplicate administration that already exists will probably not 
be developed for some time, if at all. Even when it is developed, it is un- 
likely to assume responsibility for all aspects of all legislation affected by 
this report, and will therefore leave open problems of divided jurisdiction 
between levels of government. We have formulated the proposals made in this 
report with these problems, and the problems of provincial administration, in 
mind. Implementation of the proposed regulatory scheme should not await the 


development of a national administrative agency. 


19.06 The second topic related to the general problem of divided jurisdiction 
referred to in paragraph 19.02, that of divisions between branches 
of the same government, also involves considerable difficulties. This is 
particularly true because the definition of a mutual fund recommended in 
Chapter V, and other recommendations made throughout this report, cut across 
traditional lines which divide financial institutions and which also represent 
divisions between the areas of responsibility of administrative authorities. 
As the discussion in paragraphs 1.34 to 1.72 indicates , ithe securities admin= 
istrators in the provinces are the officials with the most effective discre- 
tionary authority over the mutual fund industry, using that term to include 
only the organizations usually known as mutual funds. Investment contract com- 
panies, trust companies and life insurance companies, on the other hand, are 
in most provinces supervised by an official who carries the titles of Registrar 
of Trust Companies and Superintendent of Insurance, or equivalent titles; these 
officials are sometimes referred to in this chapter, for convenience, as the 
"trust-insurance administrators", The federal Superintendent of Insurance also 
has certain powers over many insurance companies and trust companies. While 


under The Securities Act (1966) in Ontario and statutes based on it in other 
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provinces the provincial securities administrators acquired some authority over 
trust company investment funds through the application of a prospectus filing 
requirement, that authority has not to the time of writing been exercised as 
widely as has their corresponding authority over the organizations usually known 


as mutual funds. 


19.07 It is apparent from the nature of the present administrative arrange- 
ments described in the preceding paragraphs that a number of decisions 
will be required in the allocation of administrative responsibilities for the 
regulatory scheme we propose. As noted in paragraph 19.05, it is unlikely that 
these problems would be avoided by the creation of a national administrative 
agency, for such an agency would probably not be given responsibility for all 
aspects of all legislation affected by this report. The creation of such an 
agency would, however, be a very relevant consideration in the resolution of 
these problems, simplifying them in some ways and complicating them in others. 
For that reason, the following discussion considers separately the period prior 
to and the period after the creation of a national administrative agency. The 
former period is referred to for convenience as the "period of separate admin- 


TcmrapLtontsand the latter as the "period of natdonall administration". 
p ) 


19.08 The stnard topic related .to divided jurisdiction referred to im para— 
graph 19.02, that of the division of responsibilities between govern- 
mental agencies and self-regulatory associations established by the industries 
concerned, is of a different nature from the first two topics. A governmental 
agency which supervises an industry is in a position to determine the extent to 
which it will permit self-regulation within that industry. The considerations 
relevant to this determination are almost identical regardless of the nature of 
the agency concerned, and therefore are not substantially affected by the 
development of a national administrative agency. We consider this third topic 


separately after the discussion of the first two topics. 


The Period of Separate Administration 


19.09 The discussion and comments in this section are predicated on the 
assumption that there will be a period of time after the implementation 


of this report and prior to the development of a national administrative agency, 
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and they relate only to that period. It is of great importance that the 
separate administrators concerned with the legislation during this period should 
endeavour to attain the maximum possible degree of co-operation among them- 
selves. Although the recommendations made in this report are formulated with 
the problems of separate administration in mind, serious practical difficulties 
could arise for the affected industries in the absence of such co-operation. 
Ideally, efforts at co-operation among the administrative agencies concerned 

may provide the benefits of a national agency before such an agency actually 


exists: ir Law, 


LBS Pek) The most important questions to be resolved during the period of 
separate administration will relate to the allocation of responsibili- 
ties between different branches of a government. All of the various administra- 
tive agencies referred to in paragraph 19.06, and others, have responsibility 
for legislation applicable to financial institutions affected by proposals made 
in this report. A general comment on this is appropriate here. Itvisinevi-— 
table that the increasing degree of overlap and competition between and among 
financial institutions, the importance of which is stressed throughout whis 
report, will ultimately result in a corresponding blurring of the lines between 
the areas of responsibility of administrative authorities charged with their 
supervision. This does not lessen the seriousness of the problems which must 
be resolved in the implementation of our proposals, but it is important to 
appreciate that if these problems did not arise initially in the context here 
being considered, they would soon arise in some other context. Close co-opera- 
tion and liaison between and among securities commissions, registrars of trust 
companies, superintendents of insurance and any other administrators concerned 
is of increasing importance; this has to some extent been recognized by re- 
organizations in several provinces in recent years which have brought the 
various bodies more closely together. Such re-organizations should be strongly 
encouraged; the administrative authorities should work together sufficiently 
closely that they will share the same philosophy in the exercise of their 


powers and will follow similar approaches in matters of policy. 
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OL Apart from the general comment in the preceding paragraph, it is not 
feasible for us to make specific proposals for the allocation of re- 
sponsibilities among governmental agencies. This decision must be made by each 
jurisdiction concerned, with due regard for a number of considerations which 
may differ among jurisdictions. These include the allocation of responsibility 
among existing administrative agencies and their relative resources. Certain 
comments are, however, appropriate concerning what may be the most important 
single decision in this area. In every province, it will be necessary to allo- 
cate responsibilities between the securities commission and the trust-insurance 
administrator, or to charge one of them with complete responsibility. Allocation 
of complete responsibility to one or the other would result in financial in- 
stitutions of a certain type being subjected to different administrators in 
different aspects of their operations. On the other hand, division of respon- 


Babi lity could sresult.in lack of uniformity. 


19.12 In the decision on allocation of responsibilities between securities 
commissions and trust-insurance administrators, care should be taken 
to recognize the fact that a number of our proposals will affect the internal 
operations of the organizations concerned. This is true, to greater or less 
degree, of all our recommendations except those concerning admission to the 
industries; distribution of mutual funds and investment contracts; and dis- 
closure requirements. While it might be feasible for admission requirements, 
distribution controls and disclosure requirements to be enforced by an adminis- 
trative agency different from that responsible for other aspects of legislation 
applicable to a financial institution, more problems would result from the use 
of separate agencies to administer legislation which governed the internal 
operations of a financial institution. This would, for example, be the case 
if the securities commissions were responsible for the mutual fund regulatory 
scheme as it applied to trust companies, life insurance companies or investment 
contract companies, all of which are subject to the trust-insurance administra- 


tors in other aspects of their operations. 
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nike Panis Because of the problems of divided jurisdiction and subject always to 
any overriding consideration which may be present in larparticular 
jurisdiction, we would suggest that separate administration of regulations 
which affect the internal operations of a financial institution should be 
avoided. To this extent we are sympathetic with the position of the Trust 
Companies Association of Canada, described in paragraphs Sri2oiitom Bo iWerda 
not, however, agree with that Association that no aspect of regulations appli- 
cable to trust companies should be separately administered; it would, for 
example, be feasible for mutual fund disclosure requirements to be applied by 


an administrator other than the trust-insurance administrator. 
LO TL For the reasons set out in this section, we recommend: 


1) that, for purposes of the following recommendations, the term 
"national administrative agency" refers to a single administrative 
agency with authority to supervise the application of part or aligo 
the regulatory scheme proposed in this report as it applies to finan- 
cial institutions affected by it, in all provinces of Canada; the term 
applies to such an agency regardless of whether its authority is 
derived from the provincial governments, the provincial governments 


together with the federal government, or the federal government alone; 


(2) that, for purposes of the following recommendations, the term 
"period of separate administration" refers to the periodytollowing 
the publication of this report and lasting until the development of a 
national administrative agency if such an agency is developed; the 
term "period of national administration" refers to the period after 


the development of any such agency; 


(3) that every effort should be made to develop close relationships between 
and among the administrative authorities responsible for the super- 
vision of organizations affected by this report, both within each 


jurisdiction and among jurisdictions; and 


(4) that the decision as to responsibility for the administration of 


legislation implementing the recommendations made in this report as 
Tew 


that legislation applies to various financial institutions should be 
made by each jurisdiction in accordance with its administrative struc- 
ture and available resources, As a suggestion rather than as a con- 
clusion, we feel that trust companies, life insurance companies and 
investment contract companies should not be made subject to separate 


administration of legislation which affects their internal operations. 


The Period of National Administration. 
a. 15 Stele even more dittienit for us bo make firm proposals tor the allo- 
cation of administrative responsibilities during the period of national 
administration than during the period of separate administration. This is 
because of the impossibility of an accurate prediction concerning either the 
extent or the source of the authority of a national administrative agency. At 
the one extreme, it might conceivably assume complete responsibility for all 
financial institutions affected by our proposals, although that is very unlikely. 
At the other extreme, it might assume only limited responsibility in a specific 
area, such as the registration of persons and companies which trade in securi- 
ties. Its authority could be derived from the federal government alone, from 
the federal government together with the provincial governments, or from the 
ten provincial governements acting together, 1t is apparent that information 
on these matters is necessary before specific decisions can be made on the allo- 


pation of responsibilities. 


19.16 It is widely assumed that the authority of a national administrative 
agency would include matters which are presently the responsibility 

of securities commissions, rather than of Superintendents of Insurance and 

Registrars of Trust Companies (trust-insurance administrators). If that assump- 

Pi10n is correct, it might seem that the considerations applicable to life in- 

Surance companies, trust companies and investment contract companies during 

the period of national administration are similar to those applicable during 

the period of separate administration, and that dual administration during 

meither period should therefore be regarded as undesirable. This is true of life 


insurance companies, for the segregated fund element of individual variable 


tex 


policies is inextricably intertwined with other elements that are controlled by 
legislation specifically applicable to life insurance companies. /slttis also 
true of investment contract companies. There is at least one important dif- 
ference between the situations which might make different conclusions appro- 
priate for trust companies, particularly since the investment fund can be more 
readily separated from other aspects of trust company operations than can the 
segregated fund from other aspects of life insurance company operations. Our 
sympathy with the arguments advanced by the Trust Companies Association against 
dual administration is based on the difficulties which would result for a 
nationally operating trust company if it were to be made subject to two admin- 
istrative authorities in each province. If ten of those twenty authorities 
were to be replaced by a single national body, the situation would be very 
different; that would be the case if the relevant responsibilities’ of the pro= 
vincial securities commissions were to be assumed by a national administrative 
agency. Such an agency would almost certainly be adequately staffed to enable 
due allowance to be made for problems peculiar to trust companies or to invest- 
ment contract companies. If that were true, we would be much less sympathetic 
with an industry position that applicable regulations should be administered by 


the same organization in each jurisdiction concerned. 


LO, A For the reasons set out in this section, we recommend: 
that the suggestions in paragraph 19.14 should be considered applicable 
during the period of national administration as well as during the 
period of separate administration, except that we would think it 
feasible for a national administrative agency to assume responsibility 
for the application of the mutual fund legislation to trust companies 
in spite of the continued supervision of other aspects of trust com- 
pany operations by provincial Registrars of Trust Companies or equi- 
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The Role of Self-Regulatory Associations 
19.18 The third topic referred to in paragraph 19.02, the allocation of 
responsibility between governmental agencies and industry associations, 


involves a consideration of the role of self-regulation in the securities 
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markets. This question is as controversial as it is important. Resolution of 
the controversy is not assisted by the fact that self-regulation means different 
things to different people. At the one extreme, it could refer to an associa- 
tion of industry participants, operating independently of government, which 
voluntarily established a code of conduct and censured or expelled members who 
failed to adhere to it. At the other extreme it’ could refer to the complete 
delegation by government of regulatory powers to an industry association. Few 
opponents of self-regulation would object to the former arrangement, provided 
that the code of conduct applied by the association was in the public interest. 
Few supporters of self-regulation would accept the latter arrangement, with 
the complete abdication of governmental responsibilities it would involve. 
Specific proposals are usually located somewhere on the spectrum between these 


extremes. 


19.19 For purposes of the following discussion, we consider self-regulation 
to include any arrangement under which an industry association is 
looked to by a governmental agency to apply controls over its members in the 
public interest, in circumstances where the agency might otherwise apply such 
controls directly. Such an arrangement would not include the first of the two 
extremes described in the preceding paragraph, but would include any other 
position on the spectrum there referred to. Except to the extent implicit in 
the conditions set out below, we make no attempt to describe in more detail the 
nature of the self-regulatory arrangement we would think most desirable. The 
ideal arrangement can only be attained by experiment and by government-industry 


co-operation over an extended period. 


19720 In Canada, the stock exchanges, The Investment Dealers' Association 

of Canada and The Broker-Dealerst Association of Ontario all partici- 
pate in self-regulatory activities to varying degrees, The Canadian Mutual 
Funds Association has assumed limited responsibilities of a self-regulatory 
nature, and a recently organized association called the Independent Mutual Fund 
Dealers Association of Canada proposes to do the same. To the time of writing 


no similar association has been organized by the investment contract industry, 


723 


but it is reasonable to assume that one would be quickly established if it was 
expected to be entrusted with self-regulatory responsibilities. Before comment- 
ing on the circumstances in which reliance should be placed on these associa- 
tions in the application of the regulatory scheme, it is helpful to set out 

our conclusions concerning the value of self-regulation and the criteria to be 
satisfied by an industry association if it is to carry out self-regulatory 


responsibilities on a satisfactory basis. 


LOCeL The potential advantages of an effective system of self-regulation 

are readily apparent. If the members of a particular industry can 
effectively supervise themselves and discipline members whose behaviour is 
detrimental to the public interest, considerable benefits will result. ihe 
governmental agencies concerned will be able to devote their resources to other 
activities. The industry concerned will keep its own house in order, thereby 
maintaining a favourable reputation with the public and with the government. 
In addition, an industry association may well be able to apply disciplinary 
techniques more effectively than could a governmental agency. Considerations 
of moral standards and good business practice can often be more readily appre- 
ciated by persons who are actively engaged in a particular business than by an 
administrator who is less familiar with day-to-day practice and with the pos- 
sible implications of various types of improper behaviour. Another advantage, 
particularly relevant during the period of separate administration, is that an 
industry association can be organized on a national basis without constitutional 


difficulties. 


tee Those who criticize reliance on self-regulation do not ordinarily 
question the value of the advantages described in the preceding para- 
graph. They simply regard such advantages as unattainable. To permit the 
assumption of responsibilities by a self-regulatory association which does not 
properly exercise those responsibilities results in a mere facade of public 
protection that may well be more dangerous than would be no protection at all. 
This would be particularly true if governmental agencies relied on proper per- 


formance by the self-regulatory association, and therefore failed to exercise 
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similar responsibilities. These are the most important criticisms, but others 
are also advanced. It is said that a trade association with official powers 
tends to become monopolistic and anti-competitive. This, also, results in a 
decrease rather than an increase in the quality of public protection. Finally, 
if membership in the self-regulatory association is not either held by or 
available to all participants in the industry concerned, those who are members 


may receive a competitive advantage over those who are not. 


O23 We have concluded on the basis of experience in Canada and the 

United States that desirable results can be obtained from self- 
regulation, but only if a number of conditions are satisfied. No association 
should be entrusted with self-regulatory responsibilities unless it is genuinely 
representative of the industry it purports to represent. This is not only be- 
cause those excluded might otherwise be put at a competitive disadvantage, but 
also because regulatory procedures would otherwise be less effective. The 
second condition is that the operations of the self-regulatory association must 
be actively supervised by the appropriate governmental administrative authority. 
Indeed, the instances in which such associations have made a major contribution 
to the protection of the investor have almost invariably resulted from pressure 
applied by the administrative authorities. The principal objective of the ad- 
ministrative supervision should be to verify that the responsibilities of the 
self-regulatory association are being properly and effectively performed in 


mae public interest. 


19. 2p Two additional conditions which must be satisfied if reliance is to be 
placed on the proper performance by a self-regulatory association of 
its responsibilities are well described in the following quotation from the 


Report of the Ontario Royal Commission on Windfall: 


In keeping with the character of the Exchange as a public institu- 
tion, all. policies, iand thernules adopted tonensure ‘their implemen- 
tation, must be looked upon as matters of such public concern that 
they are made available to the public. By this means the investor 
may make an intelligent and informed judgment as to whether he 
wishes to entrust the transaction of his business to a broker com- 
mitted to carrying on business as the Exchange requires. 
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The administration of the Exchange and the conduct of its busi- 
ness, the supervision of the manner in which the members conduct 
their business on the Exchange, and the initial investigations to 
determine if the conduct of members is in keeping with the prin- 
ciples governing the Exchange, are matters which should be left to 
the permanent staff of the Exchange free from any interference by 
any member, That staff must be competent to discharge the respon- 
sibility, and its independence and freedom from influence by the 
Governors and members must be unquestionable.’ 

19525 The comments made in the above quotation are, in our opinion, as 
applicable to a self-regulatory association in the mutual fund or in- 
vestment contract industry as they are to a stock exchange. Only two points 
should be noted. (FPirsty public disclosure of *polteiresPandsrules ‘should wecur 
opinion extend to actions taken to enforce those policies and rules. Second, 
we would think it appropriate for the final decisions on disciplinary matters 
to be made by the members rather than the staff of the association if, but only 
if, the initial investigation was conducted by the staff and the administrator 
was advised of the proceedings and of the result so that he could take further 
action if necessary. The latter requirement should be satisfied even if the 
disciplinary decision'was madesby ithe staiity Thesfitthvendsfinal cendivionm 
to the effective operation of a self-regulatory arrangement is implicit “in 
these statements. This condition is that the self-regulatory association must, 


in fact, be prepared to assume and to carry out the responsibility of disci- 


plining its members. 


19.26 The other side of the coin must also be considered. The conditions 
enumerated in the preceding paragraphs all involve the imposition of 
obligations or restrictions on a self-regulatory association. It might seem 
reasonable for the association to demand that some form of advantage be granted 
to its members in order to justify the acceptance of such obligations or re- 
strictions. The example most often pointed to is the National Association of 
Securities Dealers in the United States. Under section 15A of the Securities 
Exchange Act in that country, members of the N.A.S.D. receive a limited exemp- 
tion from the anti-trust laws which permits them to operate with a fixed com- 


mission structure. We do not believe that a similar "carrot" is feasible in 


sie 


Re ort_of the Royal Commission to Investigate Trading in the Shares of 
Windfall Oils and Mines Limited (Ontario, September, 1965) page 10 
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the Canadian context, and experience in this country indicates that none is 
necessary. The C.M.F.A. like other self-regulatory associations is anxious to 
be entrusted with responsibilities regardless of the availability of such an 
inducement, on the theory that it is desirable for the industry to be involved 
as much as possible in the formulation and application of the regulations by 


which it is governed. 


oe / In view of the interest of the Canadian Mutual Funds Association in 
being entrusted with self-regulatory responsibilities in the adminis- 
tration of the regulatory scheme proposed by this report it is necessary to 
discuss that association in more detail. Founded in 1962, it has since carried 
on an active public relations service on behalf of the mutual fund industry. 
It compiles and distributes statistics, and maintains liaison with governmental 
authorities; we acknowledge in the preface to this report the value of the con- 
tribution which the C.M.F.A. has made to our work, It functions as a trade 
association, providing for the sharing of ideas among its members and for other 
activities traditional to such associations. It prepares and administers the 
salesman training course described in paragraphs 14.18 to 14.24. All these 
activities are important and would necessitate the continued existence of the 
PeMer  Abewregardless vof its rolesas a sélf-regulatory association. * ‘To determine 
its adequacy for that role, it is necessary to assess whether the C.M.F.A. 


satisfies the five conditions enumerated in paragraphs 19.23 to 19.25. 


19.28 The first of the five conditions, that the association must genuinely 
represent the industry it purports to represent, involves special 

problems with the C.M.F.A. That association represented, at December 31, 1968, 
41 of the 136 mutual funds qualified for sale in Canada. The management com- 
panies of its member mutual funds included only 14 of the 92 management com- 
panies associated with mutual funds qualified for sale in Canada, On the other 
hand, the aggregate total net assets of its member mutual funds were about 86% 
of those of all Canadian-organized mutual funds then qualified for Canadian 
sale. This means that the association represents the great majority by dollar 


value, and a minority by numbers, of Canadian mutual funds. 
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19.29 The members of the C.M.F.A. have certain common characteristics. 

Every mutual fund which belongs to it is sold subject to a basic sales 
charge rate in excess of 8.0%. Most of these mutual funds are distributed 
primarily or exclusively through direct sales forces, and the distribution 
companies of the other mutual funds rely heavily on sales forces associated with 
brokerage firms and on independent sales forces; it is, then, accurate to say 
that every mutual fund which is a member of the C.Mol lA. is distribuved™ pra 
marily through sales forces. No mutual fund organized outside Canada belongs 
to the C.M.F.A. Until early in 1969, its membership consisted entirely of 
Canadian-organized mutual funds, their management and distribution companies, 


Early in 1969, one independent sales force was admitted to membership. 


Lge3 8 Because of the nature of its membership, the C.M.F.A. cannot be re- 
garded as representative of the entire Canadian mutual fund industry. 
It does represent Canadian-organized mutual funds distributed through sales 
forces, with sales charges levied at basic rates in excess of 8.0%. Any deci- 
sion to entrust self-regulatory responsibilities to the C.M.F.A. should recog- 
nize that its members all share these characteristics, which are not common=sto 
all mutual funds. That is confirmed by representations critical of the Gwe 
which have been made to us by participants in the mutual fund industry who are 
associated with mutual funds that do not share these characteristics. The 
restricted nature of its membership necessarily limits the extent to which it 
would be appropriate to entrust the C.M.F.A. with self-regulatory responsibili- 
ties. It is necessary to consider the extent to which it satisfies the other 
four conditions to effective self-regulation in order to determine whether the 
C.M.F.A. should be entrusted with self-regulatory responsibilities even sub- 


ject to that limitation, 


Bi ia 8! The second condition, active supervision by a governmental authority, 
is more a guide to the administrators concerned than a criterion for 

the judgment of a self-regulatory association and requires no comment here. 

We have concluded that none of the other three conditions is fully satisfied 


by the C.M.F.A. at the time of writing. Policies and rules are publicly avail- 


fee 


able, but no information as to their enforcement is supplied to the public. The 
permanent staff is entrusted with extensive responsibilities in carrying out 
the functions described in paragraph 19.27, but has virtually no disciplinary 
authority. Finally, the Association has appeared to be reluctant to take dis- 
ciplinary proceedings against its members. For all these reasons, we do not 
consider the C.M.F.A. as operated at the time of writing to be an organization 


which satisfies the necessary conditions for effective self-regulation. 


Ley The comments in the preceding paragraph relate to only one aspect of 
the activities of the C.M.F.A. The functions described in paragraph 
19.27 -are valuable, and the C:M.F.A. has made a significant contribution through 
them. Nor do we imply that the association has endeavoured to conceal improper 
activities on the part of its members; on the contrary, we recognize in para- 
graphs 1.68 to 1.71 the importance of its ethical requirements in the standards 
adhered to by them. Our only criticism is that the C.M.F.A. has not actively 
endeavoured to supervise the activities of its members, and it may be that this 
is more the fault of administrative authorities than of the Association. 
Development of an adequate self-regulatory association presents some of the 
features of the chicken-egg conundrum, and the conditions for effective self- 
regulation might eventually be satisfied if the Association were given more 


responsibility. 


19333 There are two areas in which the C.M.F.A. has assumed responsibilities 
of a self-regulatory nature. The first is the salesman training 
course, and the second is the inspection programme discussed in paragraphs 
8.69 to 8.77. The Association has performed a valuable function in the develop- 
ment and administration of the training course; this provides an excellent ex- 
ample of co-operation between administrative authorities and an industry associ- 
ation, and of the way in which a national association can be used to surmount 
some of the problems involved in administration of a regulatory scheme at the 
provincial level. However, in view of the comments expressed in paragraph 19.29 
we have doubts concerning the desirability of the existing arrangement under 


which administration and examinations are handled by the C.M.F.A. for salesmen 
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who are not associated with organizations represented by the C.M.F.A. It may 
well be that these are mechanical functions, effectively performed by the 
C.M.F.A. to the satisfaction of those concerned. For that reason we makers 
specific proposal for changes in the present procedure, but the administrators 
should be receptive to constructive proposals from organizations not repre- 
sented by the C.M.F.A. for changes which would result in the assumption of these 
responsibilities by governmental authorities or other associations, at least 


with respect to salesmen not associated with C.M.F.A. members. 


19.3% The inspection procedure discussed in paragraphs 8.69 to 8.77 was 
established shortly prior to the time of writing, and it is impossible 
to assess the impact of that .programme.  Wt-iseappliedeby these. Mile, sGeites 
members, and by the appropriate administrators to non-members; provided that 
unfavourable reports are filed as a matter of routine with the administrator, 
this is a desirable arrangement. We encourage its continuance at least for 
an experimental period; if successful, and if the criticisms advanced in this 
section can be resolved, the inspection procedure might presage the development 


of similar arrangements in other aspects of industry operations. 


19.35 The comments made in this section should not be permitted to obscure 
our general approval of the principle of self-regulation in the secur- 
ities industry. The potential advantages summarized in paragraph 19.21 are 
worth striving for, and we hope that they will be available in the implementa- 
tion of our proposals. The administrators concerned ought therefore to be 
receptive to suggestions for self-regulatory arrangements from the affected 
industries, and indeed ought to encourage such suggestions. The Canadian 
Mutual Funds Association is the most likely vehicle for self-regulation in the 
mutual fund industry, but the Independent Mutual Fund Dealers Association of 
Canada might also have a role of value to play. Development of similar associ- 


ations by the investment contract industry should be encouraged. 
19.36 For the reasons set out in this section, we recommend: 


(1) that for purposes of the following recommendations, a "self-regulatory 


arrangement" includes any arrangement under which an industry associa- 
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tion is looked to by government to exercise controls over its members 
in the public interest which might otherwise be exercised by a 


governmental agency; 


that the following should be regarded as the conditions to be satis- 

fied by a successful self-regulatory arrangement: 

(a) the membership of the self-regulatory association must be such 
that it genuinely represents the industry it purports to repre- 
sent; 

(b) there must be active supervision of the self-regulatory association 
by the appropriate administrator; 

(c) policies and rules and information as to their enforcement must 


be publicly available; 


(d) the association must rely on a permanent staff to conduct the bulk 
of supervisory and disciplinary activities, with the exception of 
final decisions on disciplinary matters decisions on the latter by 
the members and should be reported to the appropriate administra- 
Lorss,. and 

(e) the association must be willing to discipline its members if ne- 


cessary; 
that any decision to entrust self-regulatory responsibilities to the 


Canadian Mutual Funds Association as constituted at the time of 
writing should recognize that its members include only Canadian- 
organized mutual funds distributed through sales forces at basic sales 
charge rates in excess of 8.0% together with their management and dis- 


tribution companies and one independent sales force; 


that the C.M.F.A. should not be considered to satisfy the conditions 
specified in clauses (c) to (e) of recommendation (2) until appro- 


priate changes are made in its rules and procedures; 


that the administrators should be receptive to constructive proposals 
from organizations which are not members of the C.M.F.A. for alterna- 


tives to the present arrangements for administration of the Canadian 


fet 


— 


Mutual Funds Course so that, for their salesmen, it would be ad- 
ministered and examinations given by a governmental agency or another 


association; 


that the inspection programme referred to in paragraph 8.78 should, 
subject to the recommendations there made, be continued in effect on 
the same basis aseat the time of writing, *being sppliediby tthe Cl.MeR rs 
to its members (with copies of unfavourable reports being given to 


the administrators) and by the administrators to non-members; and 


that the development of a scheme for self-regulation which satisfies 
the conditions described in recommendation (2) should be encouraged 


in the mutual. fund and investment contract. imdustries. 
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APPENDIX A 


EMPLOYEES OF AND CONSULTANTS TO 
THE COMMITTEE 


During the course of our study we had the help of many persons who 
assumed different responsibilities on our behalf. Some were with us for the 
duration of the study, while others for only short periods of time. In the 
following paragraphs we name some of the principal contributors to our work, 


but many others helped in various ways and we are grateful to them all. 


Mr. Paul Bishop cast light on many of the statistical and similar prob- 
lems confronting us, during a summer on our staff and subsequently on a con- 
sulting basis. Mr. George Cummins served in a senior research capacity but 
unfortunately found it necessary to leave our staff after a comparatively short 


period. 


Miss Helena Beran, Miss Hilary Elliott, Miss Allison Hegarty, Miss Hilda 
Rodrigues and Mr. Donald Haire spent long hours over various periods of time 
as research assistants in the compilation of statistics. Miss M.L. Porter and 
Messrs. 0. Doyle, J. Grosberg, T. Hickey, D. Magnusson, P. Mills, J. Myers, 
J. Sorbara and L. Waisberg each spent a summer on our staff as students-at-law; 
their legal memoranda were of great assistance. We are particularly apprecia- 
tive of the assistance provided by Miss M.L. Porter, who undertook much of the 


painstaking but important work involved in the final preparation of the report. 
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Mrs. H. Fortin took a personal interest in the efficient operation of 
our office and in the preparation of documents for us. Mrs. D. Locey contribu- 
ted much of the careful and time-consuming work necessary to type and retype 
the many drafts of the report. Miss Elisabeth Crosbie made a significant con- 
tribution to the running of our office. Mrs. G. Beacham also assumed responsi- 


bilities in the office but left us before the end of the study. 


In our studies of the experience in the United States under the Invest- 
ment Company Act of 1940 we were given generous assistance and co-operation by 
organizations in that country. Members of our staff visited the Securities and 
Exchange Commission on several occasions, and were provided with valuable as- 
sistance. Staff members also attended a special meeting arranged by the Invest- 


ment Company Institute and meetings of that and other organizations. 


An important contribution was made by Professor Louis Loss of the 
Harvard Law School and Mr. Milton P. Kroll, a Washington attorney, who ad- 
vised us on a number of provisions of the 1940 Act, particularly those relating 
to self-dealing transactions. They collaborated in the preparation for us of 


an extensive memorandum on the latter provisions. 


The late Professor G.J. Wong and Professor Peter Lusztig of the Univer- 
sity of British Columbia prepared for us a report on relationships between 
mutual funds and the companies whose securities were held in their portfolio. 
Another report on the same topic, with emphasis on legal problems, was prepared 
by Professor Daniel Baum, a visiting professor at the Osgoode Hall Law School 


of York University. 


Professors Paul Dell'tAniello and Pierre Lefrancois of the Ecole des 
Hautes Etudes Commerciales of the Université de Montréal prepared a comprehen- 
sive statistical analysis of mutual fund distribution practices and the charac- 
teristics of the consumer. This analysis was based in part on the results of an 
extensive personal interview survey of a number of present and past holders of 
mutual fund shares or units which was conducted by the Public Opinion Research 
Centre, Montreal, under the supervision of Professors Dell'tAniello and 


Lefrangois. Other aspects of the distribution process, particularly the form 
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and content of sales material given to prospective purchasers, were considered 
and reported on by a sub-committee composed of Mr. R.W. Knox-Leet, who acted 


as Chairman, and Messrs. J.T. Eyton, W.P. Miller, and D.G. Pittet. 


Professors Richard Bower and J. Peter Williamson of the Amos Tuck 
School of Business Administration at Dartmouth University prepared a report 
on the performance of Canadian mutual funds. In addition, Professor Williamson 
participated actively in our work in connection with investment contracts af- 
ter Professor Lorne Leitch of the University of Edmonton, who had been engaged 


in that work, was forced to terminate it through pressure of other commitments. 


Mr. Graeme Fogelberg of the School of Business Administration at the 
University of Western Ontario prepared for us a report on financial disclosure 
by mutual funds, with the assistance of Mr. Desmond ffolliott. This report, 
and the views and suggestions of the Government Relations and Legal Affairs 
Committee of the Montreal Society of Financial Analysts and the helpful sug- 
gestions made by members of the industry to whom it was circulated for com- 


ments, were of great value in the preparation of Chapter XV in this report. 


Advice on the economic implications of various proposals was received 
from Professor Albert Breton, of the London School of Economics, London, 


England, and Professor Edward Neufeld of the University of Toronto. 
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APPENDIX B 
STATISTICAL INFORMATION CONCERNING THE 
OPERATIONS OF MUTUAL FUNDS IN CANADA, 
DECEMBER 31, 1961 - DECEMBER 31, 1967 

To assist the Committee in its study of the operations of mutual funds 
in Canada, a considerable amount of statistical and other data were accumulated. 
Certain of the conclusions based on these data are stated in the report, and a 
limited amount of statistical information is also included. For the benefit of 
readers interested in more detailed analysis, this appendix contains statistical 
summaries dealing with certain important questions. Space limitations and the 
necessity of compliance with representations as to confidentiality given in con- 
nection with the collection of certain information have prevented the inclusion 
of a more complete survey of the information compiled by the Committee. 

The most important source of data were replies to questionnaires dis- 
tributed by the Committee to mutual funds operating in Canada. These question- 
naires are discussed below. Other sources were also of considerable value. The 
Committee co-operated with the Toronto Stock Exchange in the arranging and finan- 
cing of an Origin of Business Study which surveyed trading on that Exchange 
during six days of May and June, 1968. The results of this survey, together with 
other information provided by the Toronto Stock Exchange and the Montreal and 
Canadian Stock Exchanges, were of considerable value. The Committee also co- 
operated with the Task Force on the Structure of Canadian Industry in the compi- 
lation of information concerning the holdings of institutional investors in 
Canadian public companies. The Canadian Mutual Funds Association supplied help- 
ful information from its files. Public sources of data such as the Financial 
Post Survey of Investment Funds, and Dominion Bureau of Statistics publications 
were also used. 

As indicated above, the most important sources for the information in- 
cluded in this appendix were the replies to questionnaires distributed by the 
Committee to mutual funds operating in Canada. Copies of the questionnaires are 
not reproduced here, but a limited supply is available to interested persons from 
The Department of Consumer and Corporate Affairs in Ottawa. These questionnaires 


were replied to by the organizations concerned on a voluntary basis, and 


eat 


representations were made by the Committee that the information obtained would 
be used only in an aggregated form except in cases where information concerning 
a specific organization was necessary for the Committee's report. Four separate 
questionnaires were distributed, although many of the questions they contained 
were similar or identical. The questionnaires were designed for each of the 


classes of mutual funds described in the following definitions: 


Large Canadian Mutual Fund - 


a mutual fund, incorporated or unincorporated, organized in Canada, shares or 
units of which were at December 31, 1967 qualified for sale to the public in one 
or more provinces of Canada and which at that date either (i) had total net 
assets in excess of $5,000,000; or (ii) together with other mutual funds managed 
by the same management company had total net assets in excess of $5,000,000. 

One mutual fund, RoyFund Ltd., was included in this category although at 
December 31, 1967 it had total net assets of less than $5,000,000. This category 
does not include trust company investment funds, as defined below. Nor does it 
include mutual funds which, while organized in Canada, are nevertheless included 
within the definition below of U.S.-based mutual funds by reason of the fact 

that they invest entirely in shares of a mutual fund or mutual funds organized in 


the United States. 


Smaller Canadian Mutual Fund - 

a mutual fund that satisfies the definition of a large Canadian mutual fund 
except that at December 31, 1967 it did not have total net assets in excess 
of $5,000,000 nor, together with other mutual funds managed by the same mana- 


gement company, did it have total net assets in excess of $5,000,000- 


Trust Company Investment Fund - 


an investment fund organized by a Canadian trust company, units of which were, 
at December 31, 1967, offered to the public in one or more provinces of Canada 
by that trust company, but not including a fund, units of which were so offered 
only in connection with registered retirement savings plans under section 79B of 
the Income Tax Act. While most investment funds of trust companies are unincor- 
porated, at least one is incorporated. It was not included in the category of 


large Canadian mutual funds. Trust company investment funds are subdivided into 
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large trust company investment funds and smaller trust company investment funds; 
the former category includes those which, alone or together with other trust 
company investment funds organized and offered by the same trust company, had 
total net assets in excess of $5,000,000 at December 31, 1967, and the latter 


category includes all other trust company investment funds. 


United States-Based Mutual Fund - 

a mutual fund organized in the United States, shares of which were, at 

December 31, 1967, qualified for sale to the public in one or more provinces of 
Canada; or a mutual fund organized in Canada or elsewhere to invest exclusively 
in shares of such a mutual fund and shares or units of which were, at 

December 31, 1967, qualified for sale to the public in one or more provinces of 
Canada. 

No questionnaire was distributed to mutual funds not falling within any 
of the categories defined above, although some statistical information with res- 
pect to such mutual funds was obtained from other sources. These mutual fund in- 
cluded "N.R.O. funds', organized in Canada for exclusive sale to non-residents of 
Canada, and mutual funds which had been qualified for sale in Canada prior to 
December 31, 1967 but were not so qualified at that date. 

The most extensive questionnaires were those distributed to large 
Canadian mutual funds and to trust company investment funds. The questionnaire 
to trust company investment funds included a provision which exempted smaller 
trust company investment funds, as above defined, from replies to a number of 
questions. 

Less extensive information was obtained from smaller Canadian mutual 
funds and smaller trust company investment funds because of the limited nature 
of their resources and because statistics relating to them would have compara- 
tively small impact on industry statistics. Sufficient information was collected 
to permit an adequate comparison to be made of the trading operations and other 
characteristics of the smaller mutual funds with those of the larger mutual 


funds. 


Ge 


For the reasons indicated above, much of the detailed statistical in- 
formation included in this appendix relates to large Canadian mutual funds and 
to large trust company investment funds. These organizations represented at 
December 31, 1967 nearly 98% of the assets held by mutual funds (excluding U.S.- 
based mutual funds) in the defined categories. 

The questionnaire distributed to the United States-based Mutual Fund 
did not include questions concerning portfolio trading because their transactions 
are confined largely to the United States and are therefore of little directere. 
levance to an analysis of mutual fund portfolio trading operations in Canada. 
Relevant information such as sales to and redemptions by Canadians and the 
aggregate holdings of Canadians was obtained and is reflected in the tables which 
follow. 

The tables contained in this appendix include notes to explain which of 
the defined classes of mutual funds are reflected in the information provided. 
Where data with respect to mutual funds not falling within the defined classes 
are included, the notes so specify and further indicate the types of other mutual 
funds concerned. The notes also explain any deficiencies known to us in the sta- 
tistics. A number of mutual funds were omitted from the statistics because they 
failed to reply to the questionnaire, or to specific questions, were too lave 
in supplying the information or were organized just before the end of 1967, but 
in no case do they reduce the total net assets of mutual funds reflected by a 
table below 94% of the total net assets of the mutual funds to which the table 
relates. The only exception is to be found in Table C-2 which incorporatessina— 
formation from smaller Canadian mutual funds whose total net assets aggregated 
approximately 71% of those of all such mutual funds. 

For purposes of reference, the following table shows the aggregate 
dollar value of the assets held by mutual funds that fell within each of the six 
categories with which we are here concerned at December 31, 1961 and 


December 31, 1967, 
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NET ASSETS HELD BY CATEGORY OF MUTUAL FUNDS 1961 AND 1967 (1) 


CATEGORY OF MUTUAL FUNDS TOTAL NET ASSETS 


(DOLLARS IN| MILLIONS) 


Large Canadian mutual funds (2) 776 2454 

Smaller Canadian mutual funds (2) ea 54 

Large trust company investment funds 8 147 

Smaller trust company investment funds + nA 

United States-Based mutual funds (3) not known 104 
(holdings by Canadians) 

Notes: (1) The data for 1961 was not always available. 


(2) The total net assets of seven large Canadian mutual 
funds not included in this appendix were $10 million 
at December 31, 1961 and $60 million at December 31, 
1967. Total net assets of ten smaller Canadian mutual 
funds not so included were $10.5 million at December 31, 
1967. These figures are incorporated in the above table. 
Two of the large mutual funds and five of the small 
mutual funds did not reply to the questionnaire or did 
not receive it because they had been in operation for 
only a short period of time. 


(3)s, Etpissimportantiithat thisptable;be).considerediin, the 
light of the definitions set out at the beginning of this 
Appendix. For example, the total holdings of Canadians 
in mutual funds organized in the United States may be 
substantially higher than those indicated, which include 
only holdings in those United States mutual funds quali- 
fied for sale in Canada. 


TAL 


TABLE-A 


COMPOSITE STATEMENT OF NET ASSETS 


Explanatory Note 

The aggregated balance sheet items set out in Table A-1 for the period 
December 31, 1961 to December 31, 1967 are based on the replies of 45 large 
Canadian mutual funds and seven large trust company investment funds. A similar 
breakdown of the net assets of 26 smaller Canadian mutual funds as at 
December 31, 1966 and 1967 is given in Table A-2. Appropriate adjustments have 
been made to avoid duplication of information in the case of five large Canadian 
mutual funds and two smaller Canadian mutual funds which invest exclusively in 
shares or units of other mutual funds that fall within the same respective 
categories. 

The table divides mutual fund assets into three major categories: net 
cash, fixed income securities without conversion features and common stocks (in- 
cluding securities convertible into common stock). "Net cash'' is determined by 
aggregating chequing accounts, treasury bills and similar instruments, short-term 
Government bonds, corporate notes and callable notes, certificates of deposit, 
deposit receipts, non-chequing bank accounts and accounts receivable and de- 
ducting therefrom accounts payable and other liabilities. Fixed income securi- 
ties are divided into non-convertible bonds and preferred stocks. No attempt was 
made to allocate fixed income securities on the basis of their country of issue, 
but they are believed to be almost exclusively Canadian. Common stocks, in- 
cluding non-voting participating stock issues, warrants, rights, etc., are 
divided into three categories: Canadian, American and other foreign. For purpo- 
ses of most of the analyses in the body of the report, the "other foreign" cate- 
gory is lumped with American. A stock is considered to be Canadian if the is- 
suing company is incorporated in Canada. 

The mutual funds covered by Table A-1 had no assets apart from those 
indicated. For the first four dates in that table, December 31, LO Ga 
June 30, 1962, December 30, 1962 and June 30, 1963 an inadequate breakdown of the 
value of common stocks between Canadian, American and other foreign was received 
from two large Canadian mutual funds. The total dollar value of their holdings 


in common stocks on each of the four dates has been added to the table in line 9 
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in an entry called "unallocated common stocks". There was a similar deficiency 
in the information provided by two smaller Canadian mutual funds at 

December 31, 1966 and 1967, so that a corresponding entry has been made in line 6 
an Table A-Z. 

Three large Canadian mutual funds failed to allocate their fixed income 
securities between preferred stocks and bonds at the four dates referred to 
above: one of them did not make the allocation for any of the dates indicated up 
to and including June 30, 1965. The total of their fixed income securities is 


shown as "unallocated fixed income securities" in line 4 of Table A-l. 
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TABLE A=-2 


COMPOSITE STATEMENT OF NET ASSETS OF SMALLER 
CANADIAN MUTUAL FUNDS AT DECEMBER 31, 1966 AND DECEMBER 31, 1967 


(FIGURES IN THOUSANDS OF DOLLARS) 


DECEMBER 31, 1966 | DECEMBER 31, 1967 


Net cash 


Non-convertible vreferred stocks, 
government bonds and non=converti- 
ble corporate bonds, debentures, 
Qe 6 


Canadian common stocks 
securities convertible 
Canadian common stocks 


American common stocks 
securities convertible 
American common stocks 


Other foreign common stocks and 
securities convertible into 
foreign common stocks 


Unallocated common stocks 


Total of items 3 through 6 


Total net assets 
(Lines 1, 2 and 7) 
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TABLE-B 


SALES AND REDEMPTIONS OF MUTUAL FUND SHARES 


Explanatory Note 

All mutual funds to which questionnaires were sent were asked to supply 
data concerning sales and redemptions of their shares or units on a monthly basis 
for 1962 and 1964 through 1967. For 1963 only the full year's total of sales and 
redemptions was requested. Subject to the qualifications mentioned below, Tables 
B-1 and B-2 summarize the total dollar values of shares or units sold and re- 
deemed by trust company investment funds and large Canadian mutual funds. Fi- 
gures for Guardian Growth Fund Ltd. were included in this analysis although they 
were omitted from other tables in this appendix. 

The respondent mutual funds were asked to include in the dollar amounts 
given in their replies all monies actually received or paid by the mutual fund as 
a result of sales or redemptions of its shares or units. They therefore treated 
a transfer between mutual funds associated with the same management organization 
as involving a sale and a redemption respectively, even though such transfers did 
not result in an actual change in net assets managed by the management company. 
Three large Canadian mutual funds and two trust company investment funds having 
less than $38 million in net assets provided sales and redemption statistics on 
a net basis and therefore data supplied by them is excluded from Tables B-1 
and B-2, but is included in Table B-3. 

In order to gain comparability between periods and avoid presentation 
of information which would lead to an exaggerated idea of the volume of sales and 
redemptions, two adjustments have been made to the data supplied by the mutual 
funds. First, a $38.5 million redemption which was paid in securities has been 
deleted from the June 1965 redemption entry. This large redemption was a unique 
transaction and because it was satisfied by the delivery of portfolio securities, 
did not have any impact on the mutual fund's cash flow which is the focal point 


of the summary in Tables B-1 and B-2. 
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The second adjustment in the data is that all sales and redemptions of 
one large Canadian mutual fund have been excluded for reasons indicated in 
paragraph 13.63 of the Committee's report. The principal value of the two sec- 
tions of Table B-1 and of Table B-2 is to facilitate analyses of the impact on 
Canadian securities markets of mutual fund transactions which are made necessary 
by the flow of cash resulting from sales or redemptions of shares or units. The 
omission of data relating to this mutual fund will not affect such analyses be- 
cause its holdings are almost entirely in non-Canadian securities. However, to 
assist in other types of analysis aggregate information which includes its sales 
and redemptions as well as those of all other mutual funds covered by the tables 


is shown under the heading "adjusted totals". 


Comparisons of the dollar value of sales and redemption and the net 
cash flow resulting therefrom on an annual basis for each category of mutual 
fund to which questionnaires were sent are set out in Table B-3. The "adjusted 
totals" of Tables B-1 and B-2 do not appear to reconcile with the sum of large 
Canadian mutual fund and trust company investment fund totals in Table B-3. To 
make such a reconciliation the following adjustments would be necessary to the 
adjusted totals in Tables B-1 and B-2: 

1. Add the net sales or redemptions of the five organizations refer- 

red to above which did not provide gross sales and gross redemp- 


tion data: 


2. Deduct the $38.5 million special redemption made in June 1965 
which, though it did not affect cash flow (Tables B-1 and B-2), 
was functionally a redemption so far as the size of the mutual 


fund in question was concerned. 


7h8 


620‘ TPT 


96L°STE 

PET OL 
9¢€0‘’TE 
€se‘'6z 
7vo'9z 
687 ‘62 
ELT Gc 
ore ‘TE 
Co Cie 
Slr ec 
159 °EZ 
Prs‘6T 


ALY Rees Wb 


L96T 


V8Pr‘'ryT 


a Coke yd 


eee. 


O67 1 
978‘TT 
by Be ae 
VLoeSt 
St Gect 
08c‘ST 
v6L‘LT 
GSL‘ST 
6S‘8T 
E¢€e<hT 


T06‘ZT 


21 S66 7ST 


TEZES’ TET 
8G ‘ET 
Ore‘ rT 
066‘6 
C6Ce CL 
756 ‘6 
LSoi2 OT 
TS0‘2T 
6898 
Z9p‘7T 
99€'6 
SS0‘6 


6596 


SNOILdWHdduY SSOUY 


eSezsae ATyuZUOU , 


679'0ZS 


8PL‘00P 
(eget rere 

MRR 
6TL‘EZ 
Ses*ze 
€6e ‘TE 
79S‘SZ 
96L‘ZE 
880‘bP 
Spates 
TOE OP 
Z00‘ZP 


796‘9€ 


(SYVITOG 4O SGNYSNOHL NI SadundIa4) 


8Ip*ZeEe| 9ET*EOT]| TP6 ‘602 TeIOL 


peysnl py 


coeee 


TeIOL 


Sv6‘9TE OVE ‘Z6TI TE6 ‘LET 


*zequecegq 


TIqusaoNn 


° 


*19q0}#290 
*‘zaquieqdses 


oe 


“Asnbnwv 


Ajqng 


“ounp 
BO et 
"Ttady 
yor eN 


Azeniaqey 


**Azenueg 


SGNN4 LNAWLSHANI ANWdWOO LSNdL GNY SGNNu TWOLNAW NVIGWNWO dodavT 


YO SHdVWHS ANNd TWALAW 


L96T"C96T SISVWd ATHLNOW VY NO SLINN 
JO 


T-d@ ATL 


NWOILdWaddd SSOUWD GNW SATVS SSOUD dO ANIVA AVTIOd IWLOL 


7L9 


abezoae ATyjuou , 


CULcer S9T‘9LZ 76 *E9E ae aN Ee OOTL OTT Tez ooaT Tei0, pe ysnCpy 


EST‘POT Sizvécec GZ78‘8EE 8S9‘T0Z 969°SOT 818‘s8Prl TeIOL 


Ce 


9L8‘8 9076 ZEz‘6T TZ6‘'82 9¢€°6 Zequeseq 
T09‘0z Z80‘TZ 976 ‘92 Sed BM A Ah ole ma TSqueaon 
CLUS €69.°1T TL02E2 888‘'7z Z6L‘9 139q0350 
L88*St gcse ‘oz 891T‘9Z eSvacls T6228 Zequejzdes 
089‘TT 61TT‘9T €98‘EZ 6SP‘ST 000‘0OT 3snbny 
0SL‘8 OPE ET T98‘z VOL‘ PT eZi =o Ajqog 
ZeP‘e ae ig €v9‘SE G9L*PT O82 “Ct sunny 
6072 ‘Z 762‘9Z 8S7‘9E eC heGt OST‘ 6éT Aen 
Ztc4z T8¢‘st T0z‘6Zz 9TS*zZT1 69Z‘°ET Eiady 
pe6'z 86L ‘SZ GO9°EE TSESTT 0z78‘9T yore 
Z0r ‘6 6L0‘ HZ PGGace ESE LTT €67‘6T Azeniqgeg 


8L8°6 €90'PZ Src Le 796‘8 Z80°9T Azenuec 


(SdVTIOd dO SAGNVSNOHL NI SaYnDI4) 
SGNNd LNEWLSHANI ANWdhOD LSNUL ANY SGNNd TWALAW NVIGVWNVO dDSuvT 
L96T-Z96T SISVA ATHLINOW W NO SLINN uo 
SdaVHS GNNd IWNLAW JO NOILdWHdHaY SSOUD YAAO SATWS SSOUD JO SSHOXA 


C=d HIavG 


Hine. 


TABLE B-=3 


TOTAL DOLLAR VALUE OF GROSS SALES AND REDEMPTIONS OF MUTUAL FUND SHARES OR UNITS 
ON AN ANNUAL BASIS FOR 1962 TO 1967, BY CATEGORIES OF MUTUAL FUNDS, 


(FIGURES IN MILLIONS OF DOLLARS) 


CATEGORIES OF MUTUAL FUNDS [2962 | 1963 1964 165 1966 1967 


Large Canadian Mutual Funds 


Gross sales 
Gross redemptions 
Net cash from sales 


TOTAL 


2,209.2 
Ogee 
Verses 


Small Canadian Mutual Funds 


Gross sales 
Gross redemptions 
Net cash from sales 


Trust Company Investment Fundg 


Gross sales 
Gross redemptions 
Net cash from sales 


U.S.-Based Mutual Funds 


Gross sales 
Gross redemptions 
Net cash from sales 


rotal: 

} 

iGross sales 

Gross redemptions 
Net cash from sales 


PAS VAeS 
Perot 
1936) a9 


751 


TABLE-C 


DOLLAR VALUE OF PURCHASES AND SALES OF PORTFOLIO SECURITIES 


Explanatory Note 


Portfolio transaction data were requested from large Canadian mutual 
funds and large trust company investment funds for each of the following periods: 

- each month from January 1962 to July 1962 

- August to December 1962 

- the whole year of 1963 

- each month from January 1964 to March 1964 

- April 1964 to December 1964 

= the whole tyearvot 1965 

- each month from January 1966 to December 1967, 

The relevant mutual funds provided dollar value of purchases (gross 
cost) and sales (net proceeds) for five categories of securities: non-convertible 
bonds, non-convertible preferred stocks, Canadian, American and other foreign 
common stocks. The definitions of these categories are the same as those set 
out in the explanatory note to the Composite Statement of Net Assets (Table A). 
Eleven large Canadian mutual funds did not supply the necessary data and are not 
reflected on Table C-1. The table nevertheless incorporates information for 
mutual funds with over 94% of the assets of all large Canadian mutual funds and 
large trust company investment funds. 

The aggregated data are set out on a monthly basis in Table C-1. Smal- 
ler Canadian mutual funds provided similar data but only for the 12 months, 
January 1967 to December 1967. Data on these funds are set out in Table C-2. 
Twelve smaller Canadian mutual funds are not reflected on Table C-2. The table 
incorporates information for mutual funds with over 70% of the assets of all 


smaller Canadian mutual funds. One smaller Canadian mutual fund supplied 


De 


portfolio transaction data on a quarterly basis rather than on a monthly basis 
as requested. This explains the unusually large figures reported in Table C-2 
for March, June, September and December. The quarterly data reported by this 
mutual fund are set out below. All transactions of this mutual fund were in 


Canadian or United States common stock or securities convertible thereinto. 


TRANSACTIONS OF A CANADIAN MUTUAL FUND 
THAT REPORTED ON A YEARLY BASIS ONLY 
DURING 1967 


(THOUSANDS OF DOLLARS) 


[SSS arch [fume [September | December 
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TABLE-D 


AGGREGATED DAILY TRADING STATISTICS - FOUR PERIODS 


Explanatory Note 


Large Canadian mutual funds and large trust company investment funds 
supplied detailed transaction data for all trades executed in the following 


periods: 


September 28 = October 12, 1966 
January 4 - J anita Hye 5 elo Oy 
June 2 = June lz, 1967 

October 30 = November 8, 1967 


Smaller Canadian mutual funds supplied similar data but only for the 
October 30 - November 8, 1967 period; these data are not included in the table 
because it was desirable to maintain comparability between periods. In any 
case, relative to that of the large Canadian mutual funds, the trading of the 
smaller Canadian mutual funds was not material. Similarly, the dollar value of 
purchases and sales by the large trust company investment funds was not signi- 
ficant relative to the magnitude of transactions by large Canadian mutual funds 
and statistics relating to trust company investment funds were therefore ex- 


cluded from Table D. 


For purposes of this question a transaction was defined as "the total 
principal amount in the case of debt instruments, or number of shares in the 
case of equity securities, bought (or sold) through one broker on one day". 
Therefore, individual trades could not be segregated but each day's buying or 
selling of any security through one broker was the basis of the analysis. The 


data provided in Table D indicate the total dollar value of purchases and sales 
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and the net of these figures, separated into two categories: Canadian equities 
and American equities. In actuality American equities included transactions, in 


"other foreign" stocks but these were negligible in amount. 


Bachetisgure-in=the»coLumrhieaded|'s Cdn v= Eq itor exer eo. bee vl” 
(labelled column (C)) was calculated by expressing the figure in column label- 
led (B) as a percentage of twice the amount shown in column labelled (A). In 
other words the dollar value of mutual fund trading in column (B) in Canadian 
equities, on the date stated in the left hand side of the table, is compared 
mith twice the) amount of the dollar value of trading in industrial stocks on the 


Toronto Stock Exchange as shown in column (A). 
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TABLE-D 
TRADING BY LARGE CANADIAN MUTUAL FUNDS 
AND SUPPLEMENTARY INFORMATION - FOUR PERIODS 


(FIGURES IN THOUSANDS OF DOLLARS) 


Period and Date Canadian Equities American Equities 


Sept... 28=-Oct. 12/66 Purchased Sold Ne 


65 
303 
161 
297 

57 

2,081 

1,754 

2,198 
508 
309 


TSS 


Jan. 4-Jan. 13/67 
an. 


J 


ooo eee eee ee 
eecee eee eee oe 
eooerecec oe ec eee 
eooceeee ee eve 
cooeeer eo ee ee 
eecereceeo ee eee 
oceee oe ee ee 


eye 3,022 
At aerencmieid: 272 
ep ana 316 
ee ae (1,657) 
{nr eae (1,608) 
Shhh at aie (2,989) 
eae 336 336 
ee 1,994 CY 4425 


(2,368)}13,268 (2,745) 
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TABLE-D (CONT'D) 
TRADING BY LARGE CANADIAN MUTUAL FUNDS 
AND SUPPLEMENTARY INFORMATION - FOUR PERIODS 


(FIGURES IN THOUSANDS OF DOLLARS) 


C55) 
254 
rT9 


(2,905) 


1,328 
4,020 
1,416 

(1,386) 
eset 

(1,404) 

(1,416) 


4,139 


(575.103) 


* Represents total of Canadian equities purchased and sold as percentage of 
two times the Toronto Stock Exchange dollar volume. 
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TABLE-E 


MUTUAL FUND HOLDING AND TRADING OF 19 SELECTED STOCKS 


Explanatory Note 

Large Canadian mutual funds and large trust company investment funds 
supplied data relating to all "transactions" in 19 Canadian stocks for six 
years from 1962-1967. A "transaction" in a security was defined as the number 


of shares bought or sold through one broker in one day. 


The stocks which were studied were: 


(i) Alcan Aluminium Limited 

(ii) Canadian Breweries Limited 

Fad:) Denison Mines Limited 

(iv) Dominion Foundries and Steel, Limited 
(v) Dominion Textiles Company Limited 

(vi) Home 0il Company Limited "A" 

(vil) Industrial Acceptance Corporation Limited 
(viii) M. Loeb Limited 

(ix) MacMillan Bloedel Limited 

rx) Moore Corporation, Limited 

(xi) Noranda Mines Limited 

Exit) The Oshawa Wholesale Limited "A" 

Oxi 11)) The Royal Bank of Canada 

(x17 ) Simpsons, Limited 

(xv) Steinberg's Limited "A" 

(xvi) The Steel Company of Canada Limited 
(xvii) Union Gas Company of Canada, Limited 
(xviii) Velcro Industries Limited 

(xix) Westcoast Transmission Company Limited. 


These transaction data are aggregated on an annual basis and, along 
with other pertinent information relating to the trading of or holding by mutual 
funds in these stocks, are summarized out in Tables E-1 to E-6. The headings of 
the columns of these tables and the sources of the information used are descri- 
bed below. 

Data in columns 1 and 14 are drawn from the year-end statistics pu- 
blished in the Toronto Stock Exchange Review for January of each year. With 
respect to number of shares outstanding at each year-end (column 1), footnotes 
to the tables indicate the date and basis of any share splits or consolidations 
which have taken place. Columns 2 and 3 report data collected by the late 
Professor Leslie Wong and Professor Peter Lusztig in a study of the holdings of 
voting stocks by various financial institutions for the years 1962 to 1966. 
Column 2 includes as "mutual funds" all large and smaller Canadian mutual funds 


and large and smaller trust company investment funds as well as a few mutual 
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fund organizations having net assets of about $45 million at the end of 1967 
which were excluded from the other aspects of the Committee's study because 
they were not offering shares to the public at December 31, 1967. “All insti- 
tutions" in column 3 includes the holdings of life and casualty insurance com- 
panies, private non-insured pension funds, equity-based funds managed by 
insurance companies, non-resident owned mutual funds, closed-end investment 
companies and, in 1966 only, the holdings of estate, trust and agency accounts 
of certain trust companies. Because of this last item, it is important to note 
that the 1966 "all institutions" figure is not comparable with that of preceding 
years. Two additional explanations relating to columns 2 and 3 are necessary. 
First, since the Wong - Lusztig study only provided data for 1962-1966, it was 
necessary to use a different source, "The Financial Post Survey of Investment 
Funds 1968", for colums 2 andi for 1967.5 The) Fimancials Post statistics were 
adjusted to use the same definition of mutual fund as that used for purposes of 
the Wong - Lusztig study but it was not possible to obtain parallel data for 
"aj1 institutions". Consequently the series in column 3 for 1967 is not com- 
parable to preceding years. Second, the Wong - Lusztig study only dealt with 
voting stocks, thus it did not provide data on Home 0il1"'A'', Oshawa Wholesale"A", 
and Steinberg's"A". Information on holdings of these companies by mutual funds 
and other institutions is drawn entirely from the Financial Post investment 
fund surveys for 1963 to 1968. 

Column 6 sets out total trading volume on all exchanges. The source 
of these data is a series developed by the statistical department of the Toronto 
Stock Exchange. It includes reported trading on all North American stock 
exchanges. 

The replies to the Committee's questionnaires received from large 
Canadian funds and large trust company investment funds were the primary sources 
of statistics on mutual fund share trading. The figures in column 8 are the sum 
of purchases and sales by all such mutual funds. It should be noted that the 
number of mutual funds upon which the Wong - Lusztig study reported, in 
column 2, is slightly greater than the number which responded to the Committee's 


questionnaire. However, because of the small size of the mutual funds not in- 


cluded in the questionnaire responses, the effect of the different basis is 
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negligible. Column 9 relates column 8 and column 6 so that the percentage in 
column 9 is equal to the figure in column 8 divided by two times that in 

column 6. As stated in the note to Table D, the reason for doubling the number 
in column 6 in relating it to the sum of shares purchased and sold by mutual 
funds (column 8) is to recognize that for every share traded, there is one 
bought and one sold. 

In column 10 trading by mutual funds as a percentage of mutual fund 
holdings is calculated by dividing the figure in colum 8 by the average number 
of shares held by mutual funds during the year. This average is the mean of the 
number of shares held at the end of the year in question and the number held at 
the end of the preceding year. Because 1961 data were not available, no average 
number of shares held by mutual funds could be calculated for 1962; thus column 
10 for 1962 is based on the year-end holdings of mutual funds. 

The price to earnings ratio set out in column 11 is taken from the 
Financial Post data cards. Columns 12 and 13 are computed for 19627 and/1967 
only. The numbers were calculated by counting the number of applicable mutual 


funds included in the tabulation of column 2. 
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APPENDIX C 


INCOME TAXATION OF CANADIAN MUTUAL FUNDS, 
THEIR SHAREHOLDERS AND UNITHOLDERS 


The purpose of this appendix is to outline the more important income 
tax implications of Canadian mutual funds organized as trusts or as companies; 
as noted in paragraph 1.57 other methods of organization are possible but are 
not currently used for publicly distributed mutual funds. The appendix is not 
sntended as a detailed analysis, but rather to indicate some of the principal 
matters to be considered by mutual fund organizers and by prospective Canadian 
snvestors in mutual funds. No attempt is made to consider the income tax im=- 
plications for non-residents of Canada who invest in Canadian mutual funds, nor 
for Canadians who invest in foreign mutual funds. The most important conse- 
quence of income tax for mutual funds, the distinction between capital gains 
and income, is not discussed; it is referred to in Chapters I and Ill, partie 
ularly in paragraphs 1760 to W262 and 37h7s)" The vermee "capital 22a” and 
'tincome" are used in this appendix in the technical sense of income tax law; 
the legal position stated is that under the Income Tax Act (Canada). The 
position in those provinces which impose separate income tax is substantially 
identical. 

The various income tax positions available for incorporated or 
trusteed mutual funds under Canadian law can best be explained through their 
division imo Tive wlasces as fol Bows, 

DiSstripuLIneg vrusveed funds) = 
(a) mutual funds organized as trusts, which either distribute all their 
income annually to unitholders or could be required by unitholders 

to do so under the terms of the relevant trust instrument ; 
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Non-distributing trusteed funds - 


(b) 


mutual funds organized as trusts, which do not distribute their income 
annually and could not be required to do so by unitholders; we are 
aware of no mutual fund operating in Canada at the time of writing 
which falls within this class, and for reasons indicated below we 
doubt that any will be organized while the income tax law remains as 


at present; 


Distributing incorporated funds which do not comply with section 69 - 


(c) 


mutual funds organized as companies which do not comply with the con- 
ditions specified in section 69 of the Income Tax Act for recognition 
as investment companies, and which distribute all or substantially 


all of their income annually to shareholders; 


Non-distributing incorporated funds which do not comply with section 69 - 


(d) 


mutual funds organized as companies which do not comply with the con- 
ditions specified in section 69 of the Income Tax Act for recognition 
as investment companies, and which do not distribute all or substan- 


tially all of their income annually to shareholders; and 


Incorporated funds which comply with section 69 - 


(e) 


mutual funds organized as companies which comply with the conditions 
specified in section 69 of the Income Tax Act for recognition as in- 
vestment companies; such mutual funds must distribute substantially 


all of their income annually to shareholders. 


The treatment under Canadian income tax law of dividends paid by 


taxable Canadian corporations is of considerable importance in an explanation 


of the relevance of the five classes of mutual funds. When such a dividend is 


received by a Canadian taxpayer other than a corporation, it is taxable as -in- 


| come but the recipient is ordinarily entitled to deduct from his income tax 


otherwise payable, an amount equal to 20% of the dividend. @ihis is ’reterred 


to as the "20% dividend tax credit". Where a taxable Canadian corporation 


receives dividends from another taxable Canadian corporation, the dividends 


are ordinarily free of income tax to the recipient. There are exceptions to 


each of these rules which are not relevant for present purposes. 
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Capital gains are received free of incoméitex by wall fiverclassesuct 
mutual funds, as they are by all Canadian taxpayers. ineaddition, <a gain 
realized by a taxable Canadian shareholder or unitholder on the redemption of 
shares or units is, with one exception, treated as a capital gain unless it was 
realized as part of a trading operation; the single exception, relating only to 
incorporated mutual funds which do not distribute all of their taxable income 
to their shareholders, is discussed below. When an incorporated mutual fund 
distributes capital gains in cash to its Canadian shareholders, they receive 
the dividend as taxable eneene except in the case of any shareholders which are 
themselves taxable Canadian corporations. Canadian taxpayers other than cor= 
porations are entitled to the 20% dividend tax credit on such dividends, as on 
all dividends from taxable Canadian corporations. There are other methods for 
the distribution of capital gains by an incorporated mutual fund to ts sharese 
holders but until the mutual fund is wound up there is no effective way to make 
such distributions completely free of income tax at the level either of the 
mutual fund or of the shareholder, or at both levels. Capital gains distri-= 
buted by trusteed mutual funds to their unitholders are received by the unit- 


holders as capital gains. 


In the taxation of income, the rules differ among the five classes of 
mutual fund both in the treatment of income received by the mutual fund and in 
the treatment of that income when received by the shareholders or unitholders. 
The general rule applicable to trusteed mutual funds, as to trusts generally 
under section 63 of the Income Tax Act, is that the trustee is subjected to 
tax at the steeply graduated individual rates on the income of the trust. He 
is, however, entitled to deduct in the determination of a year's income, that 
portion of the income paid or payable to unitholders in the year. An amount 
is considered payable if actually paid or if the unitholder is entitled to 
demand payment. These rules account for the distinction between distributing 
trusteed funds and non-distributing trusteed funds, and for the fact that no 
mutual funds are organized as non-distributing trusteed funds. The applica= 
tion of tax at the individual rates to the income of a large non-distribuving 


trusteed fund would be prohibitive. 
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While the distributing trusteed fund provides the advantage of income 
tax avoidance at the level of the mutual fund, it should be remembered that 
the income is taxed annually to unitholders. This is true even if they in fact 
do not receive the income. Even though the right to the 20% dividend tax credit 
for that portion of the income which is attributable to dividends from taxable 
Canadian corporations also "flows through" the distributing trusteed fund, such 
mutual funds are often inappropriate investments for persons who are subject 
to income tax at high marginal rates. On the other hand, they can be very 


suitable for persons in lower tax brackets. 


Incorporated mutual funds other than those which comply with section 
69 are subject to the tax treatment applied to corporations generally. Income 
is taxed federally (subject to special allowances for provincial credits) at a 
rate, including the special old age security tax, of 21% on the first $35,000 
of annual income and 50% on the annual income in excess of that amount, plus 
a surtax of 3% on the resultant tax. Dividends paid are treated as income to 
their recipients, even if derived from capital gains of the company, but those 
shareholders which are taxable Canadian corporations need pay no tax on the 
dividends and other taxable Canadian shareholders can take advantage of the 20% 


dividend tax credit. 


In the five classes of mutual funds set out early in this memorandum, 
we distinguish between incorporated funds not complying with section 69 that 
do, and those that do not, distribute their income annually. This distinction 
reflects certain provisions of the Income Tax Act which were designed to pre- 
vent the use of share redemptions to avoid the payment of tax on dividends. 
Section 82 of the Income Tax Act contains a complicated definition of undistri- 
buted income on hand; briefly, it is designed to include the income which a 
company could have, but has not, distributed by way of dividend. By section 81, 
where a share redemption is paid for by a company which has undistributed in- 
come on hand, the redemption price is considered to be wholly or partially de- 
rived from such undistributed income and is to that extent treated as a divi- 


dend. This rule is applicable to non-distributing incorporated funds. In 
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theory, the rule could affect an incorporated mutual fund which complies with 
section 69, although the requirement imposed by that section for regular distri- 
bution of substantially all the income of companies which comply with it reduces 


the potential impact of the rule; 


As a practical matter, the rule described in the preceding paragraph 
has not been a serious problem for mutual funds. The 20% dividend tax credit 
and the special treatment for taxable Canadian corporations are available. In 
addition, the relevant definitions operate in such a way that, as the total 
number of shares which a mutual fund has outstanding increases, the amount of 
undistributed income on hand allocable to each share decreases, As a result, 
with a mutual fund that is constantly selling more shares than it teacaiied 
upon to redeem, the portion of a redeeming shareholder's payment deemed to be 
derived from undistributed income on hand is ordinarily small. The corollary 
of this is that if a shareholder redeems immediately after his purchase) ga 
portion of his redemption price may be taxed as a dividend to him although it 
in fact includes no income element. Serious potential problems could arise 
from the operation of these provisions, and they merit careful analysis by the 


responsible authorities. 


The income tax treatment of incorporated Canadian mutual funds and 
their shareholders produces comparatively harsh results in its application to 
income derived from sources other than dividends paid by taxable Canadian cor- 
porations, such as interest income and dividends from foreign corporations. 
Such income is taxable to the recipient mutual fund, and is taxable again when 
paid as a dividend to shareholders of the mutual fund, although. they receive 
the benefit of the 20% dividend tax credit. Section 69 of the Income Tax Act 
was enacted to lessen this burden, although subject to restrictions designed 
to prevent its improper use. The section applies to closed-end investment 
companies as well as to mutual funds. Those which elect to comply with the 
conditions it contains are subject to tax, including old age security tax, at 
arate of 21% of their annual income plus a 3% surtax. «In order to,takesads 
vantage of the lower rate of tax, the incorporated mutual fund must comply 


with a number of conditions. 19 of the 45 incorporated Canadian mutual funds 
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which advised the Committee of their policy on this point indicated that at 
December 31, 1967, they complied with section 69. The importance of the rele- 
vant conditions is accentuated by the fact that these 19 mutual funds repre- 
sented, at that date, 67% of the assets of all Canadian mutual funds qualified 


for sale in Canada. The conditions are set out in a footnote.* 


Extensive changes in the rules and requirements described in this 
appendix may be expected to result from the detailed analysis of the Canadian 


income tax law which is in progress at the time of writing. 


Lo, 


* To obtain the benefit of the lower rate of tax for a taxation year, section 


69 requires that a corporation comply with the following conditions: 


(a) at least 80% of its property was, throughout the year, shares, bonds, 
marketable securities or cash, 


(b) not less than 95% of its income for the year was derived from invest- 
ments mentioned in paragraph (a), 


(ba) not less than 85% of its gross revenue for the year was from sources 
in Canada, 


(bb) not more than 25% of its gross revenue for the year was from interest, 
el) at no time in the year did more than 10% of its property consist of 
shares, bonds or securities of any one corporation or debtor other than 
Her Majesty in right of Canada or of a province or a Canadian municipality, 
(d) at no time in the year was the number of shareholders of the corpora- 
tion less than 50, none of whom at any time in the year held more than 25% 
of the shares of the capital stock of the corporation, and 
(e) an amount not less than 85% of its taxable income plus exempt income 
for the year (other than dividends or interest received in the form of 
shares, bonds or other securities that have not been sold before the end of 
the taxation year) minus 

(i) 21% of its taxable income for the year, and 


(ii) taxes paid in the year to other governments, 


was distributed to the shareholders before the end of the year. 
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APPENDIX D 


APPLICATIONS FOR DECLARATIONS OF 
REASONABLENESS OF MANAGEMENT FEES AND SALES CHARGES 


In paragraphs 10.73 to 10.92 of the report, proposals are made for 
controls to be applied to the levels of management fees and sales charges until 
the development of effective competition at the consumer level. An important 
part of such proposals is the procedure they contemplate under which a judicial 
declaration may be obtained that the existing or a proposed level of management 
fees or sales charges is or would be reasonable. That procedure would be 
designed to attain two objectives: to provide an effective right of appeal from 
the decisions of administrators, and to produce a result which would be nation- 
allypunif onmag ihe tarstyelsohese objectives is adequately considered in the 
text of the report, as are the substantive questions to be considered by the 
court on the application. We are here concerned only with the necessary proce- 
dures to produce a nationally uniform result. We talso refer, gror the convenience 


of the interested reader, to precedents for these procedures in other legisla- 


1G ALON, 
Procedures to Produce a Nationally Uniform Result 


If the relevant legislation is administered by a national administra- 
tive agency, as that term is defined in paragraph 19,03 there will be no diffi- 
culty in arriving at a nationally uniform result. The procedures here being con- 
sidered assume provincial administration, and therefore provincial legislation 
(although provincial legislation could be effectively administered by a national 
administrative body). Their effective operation will be dependent upon 1éegie= 
lative uniformity. This report is submitted to each provincial government as 
well as to the federal government, and it is to be hoped that each province will 
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implement the proposed regulatory scheme on a uniform basis. However, allowance 
must be made for the possibility that this will not occur. Each province which 
implements this report should therefore include in the relevant legislation a 
provision for the promulgation of regulations which would identify the provinces 
with substantially uniform legislation governing management fees and sales 
charges. In this appendix, all provinces with such uniform legislation are 


referred to as "uniform provinces", 


It is fundamental to our proposed scheme that the judicial proceedings 
will be commenced not as an appeal from the decision of the administrator, but 
by a motion initiated by the management company or distribution company. There 
are a number of reasons for this: 

(a) the decision of the administrator will technically affect only the 
mutual fund, as a rejection of its prospectus; in addition, it may be 
based on a variety of grounds apart from the reasonableness of mana- 
gement fees or sales charges; and it may be preferable for the judi- 
cial proceedings to be commenced before the administrator has actual- 


ly rejected a prospectus; 


(ob) it would be difficult to adapt the judicial proceedings to each of the 
three categories of circumstances described in paragraph LOSS leat 4% 
was necessary for them to take the form of an appeal from the admin- 


istrator's decision; and 


(c) the province in which the judicial proceedings were taken might differ 
from that where the administrator concerned was located, and it would 


therefore be inappropriate to designate the proceedings as an appeal. 


When it becomes apparent to a management company or a distribution 
company that agreement will not be reached with one or more administrators 
concerning the level of management fees or sales charges charged or proposed, 
it will apply by originating notice of motion for a declaration of reasonable- 
ness. The motion will be made before the courts of the province under the laws 
of which the mutual fund was organized. Special provisions will be desirable 


to deal with foreign mutual funds, and perhaps also with cases where the prov- 
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ince of organization of the mutual fund is not a uniform province. We make no 
specific proposals concerning such cases; the former will be affected by the 
negotiations proposed in paragraph 16.68 and the latter should be considered in 


inter-provincial discussions. 


Notice of the motion will be given to the administrator in every uni- 
form province where the mutual fund is registered, If those responsible for 
the motion intend that the mutual fund should register in another uniform prov- 
ince as well, and wish the result to be effective there, notice should also be 
given to the administrator in that province. Any or all of the administrators 
given notice would be entitled to be represented on the hearing of the motion 
and in subsequent proceedings, although it seems more likely that they will co- 
operate to retain a single counsel to act on behalf of all of them. 9ain{adai— 
tion, while notice to holders of shares or units would not be necessary, any 


such holders could be represented in the proceedings. 


The originating notice of motion will be heard on the basis of affi-= 
davit evidence submitted by interested parties. In some cases, the judge who 
hears it might decide the matter without further proceedings. This will be 
feasible, for example, if the application is unopposed and the judge concludes 
that the fees or proposed fees are reasonable. In a case where the application 
is contested, particularly if the facts are in dispute, the judge will orctiegs 
ily make an order to direct the trial of an issue. The order will specify the 
matter to be resolved, and will determine the parties to the action, upon what 
basis pleadings should be exchanged and any other necessary matters concerning 


pre-trial procedure, 


The judge at the hearing of the originating notice of motion will 
also have power to determine who should carry the burden of proof at the trial. 
If the management fee or sales charge in question is higher than the prevailing 
levels in the mutual fund industry, he will ordinarily require the applicant toa 
carry that burden; ifit is lower, he will ordinarily require any adminis— 
trator who challenges the application to carry the burden of proof. In many 


cases the judge will be unable or unwilling to make such an order, in which 


event the question would be reserved fer the judge at trial. 
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Pre-trial proceedings and the trial itself will be conducted in accor- 
dance with the order made on the originating notice of motion. If the applica- 
tion is successful and a declaration of reasonableness is made, the resultant 
order will (when it becomes binding after the completion of appeals or the 
expiry of appeal periods) become effective in each uniform province where notice 
of the originating notice of motion has been served upon the administrator. It 
will be necessary to establish appropriate procedures whereby the order can be 
registered with the courts of the provinces concerned; such procedures can 
readily be modelled on those adopted under other legislation which prescribes 
that a decision of the courts in one province will be binding in another prov- 
ince. Examples of such legislation are discussed below. In most cases, the 
arrangements for registration of the decision in other provinces include pre- 
cautions to ensure that the court which made the order in fact had jurisdic- 
tion over those affected by it. That should not be a difficulty in the present 


case. 


In cases where the application is rejected, it will not ordinarily be 
necessary to issue an order in the various uniform provinces because the deci- 
Bion will “have no substantive effect; it will be only a refusal to declare that 
the fee or charge is reasonable, rather than an affirmative statement that it is 
unreasonable. The only exception will be cases falling within category (c) of 
paragraph 10.81 where the court exercises one or both of the powers proposed 
in paragraph 10.82 by determining what fee or charge would be reasonable or by 
ordering the management and/or the distribution company to pay money to the 
mutual fund. If difficulties are encountered in the enforcement of such 
orders, it should be possible for the administrators or the management or dis- 


tribution company concerned to register it in their several provinces. 


Precedents in Other Legislation 

The proposal for recognition of a decision made in one province by 
the courts of other provinces has a number of precedents. The most important 
are the Reciprocal Enforcements of Judgments Acts, in effect in the majority 
of provinces. These statutes permit a judgment made by the courts of a prov- 


ince and requiring the payment of money to be registered as a judgment in the 
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court of another province with uniform legislation, and to be enforced in the 

latter province. Provinces with uniform legislation are recognized by regula- 
tions passed under the several Acts. Statutes which are very similar in prin- 
ciple are the Reciprocal Enforcement of Maintenance Orders Acts. These, also, 


relate to the judgments or orders which require the payment of money. 


Another legislative precedent is the provisions of Highway Traffic 
Acts and equivalent statutes which permit the enforcement in one jurisdiction 
of an order suspending a driver's license made in another jurisdictions wihese 
provisions can have the effect that. a particular jurisdictioniwil been iore- 
against one of its residents a suspension of his driver tsslicense orderedany 
the courts of another jurisdiction in circumstances in which the enforcing 


jurisdiction would not have made Sucheanm, orice. 


The validity of provincial recognition of judicial decisions in other 


provinces was upheld in A.-G. Ontario v. Scott [1956] S.C.R. 137. 
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APPENDIX E 


CONTENT OF 
MUTUAL FUND PROSPECTUSES 


At an early stage in our work, we decided against conducting a separate 
study of the requirements for disclosure in mutual fund prospectuses. Form 12 
under The Securities Act, 1966 (Ontario) which governs prospectus disclosure for 
mutual funds in that province, was adopted after careful study and we concluded 
that additional experience was needed under it and under the corresponding forms 
in other provinces with parallel regulations before a complete review of this 
area is attempted. In spite of that decision, a number of the recommendations 
made as a result of studies of various other aspects of mutual fund operations 
will have a direct effect on the requirements for prospectus disclosure. The 
purpose of this appendix is to summarize such recommendations. The appendix 
does not include references to recommendations which will alter the actual 
contents of the prospectus, as distinguished from the requirements for prospec- 
tus content. For example, the conclusions concerning forward pricing in para- 
graphs 13.59 to 13.70 will necessitate adjustments in the prospectus description 
of the price of shares or units, but will not necessitate a change in the provi- 


sions of Form 12 which require disclosure of price information. 


In paragraphs 14.58 to 14.60 we propose the adoption of requirements 
for summary prospectuses, and provide an example in paragraph Lis 59 e0f «the eforn 
we think appropriate. No attempt is made in this appendix to state the contents 
of the summary prdspectus; they are adequately indicated by paragraph 14.59. 

Nor is any attempt made to set out the changes in Form 12 which will be made 


necessary by the proposals concerning financial disclosure in Chapter XV; this 
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appendix relates only to non-financial matters. 


Copies of the Securities Act (Ontario) and the regulations thereunder, 
or of the equivalent legislation and regulations in other provinces which have 
adopted parallel statutes will be readily available to the interested reader. 
We therefore do not set out the provisions of that Form, but provide a suffi- 
cient indication of their contents, where relevant, so that the following dis- 
cussion will be comprehensible even to the reader without a copy orlForngige 


References throughout to "items" are to the provisions Of TPOriiaie. 


= ice of Securitics on Date 

a) As stated in paragraph 10.42, the prospectus should describe sales 
charges computed as a percentage of the amount paid and as a percentage of the 
amount actually invested. 

b) The proposals in paragraphs 13.69 to’ 13.10@*concerninge thet carcume 
stances in which mutual funds should be permitted to issue shares or units for 
a consideration other than cash, or to redeem them by delivery of securities, 
should be reflected by a specific requirement for the policy of the mutual fund 
on these points to be set out in the prospectus. 

c) In any case where the sale is at a price in excess of net asset value 
and a commission is paid to the sales outlet, unless sales are made exclusively 
through employees of the distribution company, a specific statement should be 
required that the sales outlet is not prohibited from reducing the purchase 
price by waiving a portion or all of its commission. This will reflect the 


prohibition of retail price maintenance proposed in paragraphs 10.49 to" 102 ae 


I oy ae eae OMT wees 
The definition of "distribution contract" in paragraph 11.10 is incon- 
sistent with the definition of "principal distributor" in this item. The 


latter should be adjusted, or omitted in favour of the former. 


Item 3 - Name and Incorporation of Issuer 


No recommendation in the report would affect this item. 
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Item 4 - Share and Loan Capital Structure 

Extensive adjustments in this item will be required as a result of the 
proposals in Chapter V concerning equity structure; in Chapters V and XII con- 
cerning the extent and nature of the mutual fund's power to borrow money; and 
in paragraph 12.73 concerning the acquisition by mutual funds of subsidiary 


companies. 


tem - De iption of Business 

a) It is unlikely that any organization able to qualify as a mutual fund 
under the recommendations made in this report will have any additional business 
Mouivityrto. disclose. 

b) In paragraphs 9.42 to 9.46 we propose a scheme for the disclosure of 
potentially abusive transactions. While that scheme does not contemplate pros- 
pectus disclosure its implementation would make unnecessary the requirement 
presently included in item 5 for disclosure of transactions with affiliates. 
Any such transaction which might have a material effect on the mutual fund would 
be caught by the general requirement for disclosure of other material infor- 
mation. 


Item 6 - Fundamental Policies of the Issuer, and 
Item 7 - Policies With Respect to Security Investments 


a) These two items will be extensively affected by the proposals made in 
this report. Some of the activities enumerated in item 6 would be prohibited 
for mutual funds by our proposals in Chapters V, XII, and elsewhere. In addi- 
tion, in paragraphs 12.95 to 12.99 we propose that more attention should be 
given to the precision of the statements of investment policies and of invest- 
ment practices, and this proposal should also be reflected in adjustments to 
these items. The disclosure of conventional or non-conventional categorization 


could conveniently be included under this item. 


b) The requirement in item 6 that disclosure must be on a five-year histo- 
rical basis is inconsistent with the approach to comparative information propos- 


ed in paragraphs 15.14 to 15.20. 


ee; 


Ttem 8 - Diversification of Assets 

This item should be adjusted to coincide with the approach to restric- 
tions on investments in any single issuer which is proposed in paragraphs 12.61 
to Lee 73s. particulariene concep: of related mutual funds should be 


introduced through a requirement for disclosure of the combined holdings of 


mutual funds under common management. 


Ltem 9 — Tax <Status sof lesuer, sand 
Ttem LO -— Tax Status of Security Holder 


Reference should be made to Exhibit 15-A and to the comments in 


paragraph 15.27. 


LtenelLL -ePromoters 

This item, as worded, refers to certain transactions which would be 
inconsistent with some of the proposals in this report, and should be modified 
accordingly. Disclosure should be required of any escrow arrangement establish- 
ed pursuant to paragraph 7.25, and of any written undertaking for the non- 
disposal of shares or units in addition to the escrowed shares or units in 


effect pursuant to that paragraph. 


Item 12 - Pending Legal Proceedings 


The item should make specific reference to any proceedings in pro- 
gress or resolved within the previous year concerning the reasonableness of 
management fees and sales charges, as contemplated by paragraphs 10.73 to 10.92 


(particularly paragraph 10.81) and Appendix "D". 


Item 13 - Description of Shares Offered 


a) A number of the characteristics referred to are inconsistent with the 
proposals for equity structure made in Chapter V, and the item should be 
modified accordingly. 

b) The item should require a detailed statement of voting rights, which 
would include a reference to the matters upon which voting rights are required 
as stated in paragraph 6.55, and to any other matters upon which shareholdersea: 


unitholders have the right to vote. 
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c) The penalty for short-term redemptions proposed in paragraph 13.84, 
and any other redemption charges which may be applicable, should be disclosed in 


answer to this item. 


Item 14 - Issuance of Other Securities 


It is unlikely that this item will ever be relevant under the regula- 
tory scheme proposed in this report. Issuance of debt instruments to the public 
would be prohibited under the proposal in paragraph 5.74. Two classes of equity 
securities could be distributed to the public, but there would be little advan- 
tage in this since the two classes would be required to have equal financial 


rights under the proposal in paragraph 5.58. 


Ttem 15 - Dividend Record 
Exhibit 15-D and the textual discussion of that exhibit deal with the 
information required under this item. 


[tem 16 - Directors and Officers, and 
Item 17 - Remuneration of Directors and Senior Officers 


a) For reasons indicated in Chapter III, particularly paragraph 3.14, 
these items should be extended to require information concerning the back- 
grounds of the individuals responsible for the investment management of the 
mutual fund. 

b) The requirement in item 17 for disclosure of salaries should be modifi- 


ed in accordance with the comments made in paragraph 15.28. 


Item 18 - Custodian of Portfolio Securities 


a) The statement that the name of the custodian may be omitted if it is a 
bank to which the Bank Act (Canada) applies should be deleted. The discussion 
in paragraph 16.28 is relevant here. 

b) The information disclosed concerning the custodian should be sufficient 
to establish compliance with paragraphs 8.05 to &.23. 

c) As proposed in paragraph 8.12, information concerning any connection 
between the custodian and the mutual fund, management company or distribution 


company should be included. 
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d) If an exemptive order is granted as contemplated by paragraph 8.09 to 
permit assets to be kept in custody outside Canada, the order and the procedures 
actually followed should be disclosed. 

e) In accordance with paragraph 8.18, a statement of the maximum amount to 


be deposited in a bank account or bank accounts should be included. 


Item 19 - Statement of Functions of Issuer and Distributor of securities 
The requirements concerning disclosure of brokerage should be modified 


in accordance with paragraphs 15.44 to 15.46. 


Item 20 - Relationship to Issuer 


a) In paragraph 9.26 we propose a definition of "associates" to be used 
for purposes of the requirements imposed under Chapter Xt. «This. item mhouli mae 
amended to make use of that definition. 

b) Disclosure of the management expense ratio described in paragraph 10.46 


should be required. 


item 2is- Options to Purchase Securities 


Under the proposal in paragraph 5.60, mutual funds would be prohibited 
from the issuance of options. However, that proposal would not affect mutual 
funds with options already outstanding. Detailed information, at least as 


extensive as that contemplated by this item, should be required in any such case. 


Liemuecuner rinci pal lolkders of Securities 


This item should be modified to the extent necessary to carry out the 


proposals in paragraphs 9.52 and 9.56. 


Item 23 - Interest of Management and Others in Material Transactions 


Comment b) made above in the comments on item 5 is relevant here. 


Item 24 - Auditors, Transfer Agents and Registrars 

The information concerning the auditor should be extended to show com- 
pliance with paragraphs 6.69 to 6.87. In cases of the type described in para- 
graph 6.78, the prospectus as well as reports to shareholders or unitholders 
should include information concerning the nature of the relationship between the 


auditor, or an associate of the auditor, and the mutual fund. 
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Item = - Material Contracts, and 
Item 26 - Other Material Facts 
No recommendation in the report would affect these items. 


Other Matters 

a) An item should be added to deal with arrangements for the custody of 
shares or units of the mutual fund, in any case where certificates representing 
such shares or units are not delivered as a matter of routine to the purchaser. 
The item should require information sufficient to establish compliance with 
paragrapns S.41 to 8750. 

b) Where contractual plans are sold, an item should require disclosure of 
information concerning the custodial arrangements proposed in paragraphs 8.52 
BO .o,03. 

c) The prospectus should contain a detailed statement of all available 
rescission rights. Sections 63 and 64 of The Securities Act (Ontario) require 
disclosure of these rights, but a general requirement to this effect should also 
be included in Form 12 or its equivalent. 

d) In cases where the mutual fund is associated with a bank in the manner 
contemplated by paragraph 16.25, the prospectus should include information to 
that effect, as proposed in paragraph 16.28. 

e) A general provision should be added to permit the inclusion in the 


prospectus of additional material to the extent contemplated by paragraph 14.65. 
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APPENDIX F 


PARTIAL LIST OF PERSONS AND ORGANIZATIONS 
WHO SUBMITTED WRITTEN BRIEFS 


The Canadian Institute of Chartered Accountants: Wee omg 


The Canadian Life Insurance Association: Toronto 


The Canadian Mutual Funds Association: Toronto 

Corporate Investors Limited: Toronto 

DesBrisay, Ian G., Great Pacific Management GO i) dete oso Vd Ciao S. 
The Investors Group: Winnipeg 

Isaac, Russell, Great Pacific Management Co. Ltd.: Victoria 
The Life Underwriters Association of Canada: Don Mills 
Phillips, Hager & North Ltd.: Vancouver 

The Trust Companies Association of Canada: Toronto 


United Bond & Share Limited, RoyFund Distributors Ltd. and 
RoyFund Ltd.: Montreal 
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